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GENERAL OBSERVATIONS 





In the past year monetary policy in 
Canada has attracted a great deal of commentary. 
Accordingly, before reviewing Bank of Canada 
actions in any detail, it is worth spending a 
moment discussing what monetary policy is 
basically about. 

Monetary policy has above all to do with 
controlling the pace at which money is created. 
It is also an instrument of public economic pol- 
icy. So this control should be used to make the 
best contribution monetary policy can to the 
effective functioning of the Canadian economy. 

The unique contribution that monetary 
policy can consistently make to good economic 
performance is to ensure that Canadians can con- 
duct their economic affairs with the benefit of a 
money that they trust. This means that monetary 
expansion needs to be limited so that money will 
retain its value — that is, its purchasing power. 

This is important because we have a 
monetary economy. In other words, our eco- 
nomy depends crucially on money in order to 
function. Such an economy will clearly operate 
better if its citizens retain confidence in the 
money they use, whether they consume, save, or 
invest. 

One reason why it is difficult to achieve 
monetary stability, or in other words price stabil- 
ity, is that faster money creation promises, on 
the surface, to be a painless way of generating 
the additional income and spending for which 
there is always a strong demand. Inflationary 
monetary policy seems painless because the 
damage that it causes to the economic fabric 
tends to show up with a lag, and even then the 
damage is generally corrosive rather than abrupt. 
No individual or group, except of course with 
hindsight the monetary authority, can be pin- 
pointed as being the cause of this damage. 

In practising monetary policy, it is neces- 
sary of course to make all kinds of judgments. 
Such considerations as how best to gauge 
whether monetary policy is on the right track, by 


what particular means it exerts its effects on 
financial markets and on the economy, and how 
monetary policy might interact with other eco- 
nomic policies, both here and abroad, are impor- 
tant issues for analysis and discussion. The Bank 
of Canada contributes through a variety of chan- 
nels to the necessary exchange of information 
and ideas in this area, and, as is usual, this 
Report reviews aspects particularly relevant to 
developments over the past year. However, the 
point to underline here is that the truly lasting 
benefit that monetary policy can provide to the 
economy is to preserve the value of money. 
Therefore, in judging the appropriateness of par- 
ticular monetary policy actions, it is essential to 
keep this objective clearly in view. 


The economic environment and monetary 
policy actions 

Details on economic developments, both 
international and domestic, are provided later in 
this Report. Here, however, some important 
aspects are highlighted. 

First, as regards the world economy, 
there was some shift in the thrust of economic 
activity among the leading industrial nations. 
While the advance in production in North Amer- 
ica slowed, as economic policy responded to 
tight supply conditions and to stronger inflation 
pressures arising from earlier rapid gains in eco- 
nomic activity, considerable economic vigour 
was evident in Japan and much of Europe. The 
Japanese economy has shown a remarkable abil- 
ity to adapt from an export-led economy to one 
whose focus is more on the expansion of domes- 
tic demand. In much of Europe, the transforma- 
tion of activity and expectations from the 
doldrums of a few years ago is linked in large 
part to the quickening of anticipations regarding 
‘Europe 1992’. Recent events in Eastern Europe 
have added an additional element to prospects 
for economic expansion. 
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In this context, it is also worth noting 
that throughout the industrial world far greater 
attention is paid now than even a few years ago 
to structural policies designed to enhance the 
ability of an economy to increase the supply of 
goods and services demanded of it. Further- 
more, those policies — whether involving privati- 
zation, the removal of adverse tax incentives, the 
easing of barriers that limit international trade or 
promote monopoly power, to cite some leading 
aspects — should now begin to pay off in terms of 
improved potential for economic growth and the 
improved ability to cope with adverse economic 
shocks. 

However, the additional output generated 
by a better supply performance is by no means 
unlimited, and by no means dispenses with the 
need to keep demand in balance with supply. 
Indeed, in Europe and Japan inflation pressures 
have intensified as demand has surged. Short- 
term interest rates have increased appreciably in 
those countries as monetary policies addressed 
those pressures, and longer-term rates have also 
risen in response to the turn in market expecta- 
tions. More recently, longer-term rates have also 
gone up in the United States. 

Within Canada the pace of economic 
activity shifted somewhat across regions. A not- 
able pickup in large parts of the West was coun- 
terbalanced by a slower advance in the centre of 
the country, including a moderate easing of the 
particularly severe pressures on production 
Capacity in southern Ontario. In the Atlantic 
provinces, growing evidence of the scarcity of 
fish stocks and consequent threat to the jobs that 
depend on them brought into further relief some 
of the deep-seated problems of economic struc- 
ture in this region. 


The fact that Canada has a unified finan- 
cial market, that funds cannot be tied up in one 
region or industry and that savers and investors 
are free to seek the best use of their resources 
across the country, seems now to be better rec- 
ognized. This freedom, crucial to efficient 
national economic development, also means that 
the scope of monetary policy is of necessity 
national. There is not, and cannot be, any 
regional management of monetary expansion. 
Accordingly, in making decisions about mone- 
tary policy the Bank of Canada focusses on 
national economic conditions. ‘National econ- 


omic conditions’ is a comprehensive term. Every 
region, every industry, is included, and it is on 
this basis that judgments in implementing mone- 
tary policy are made. 

In reviewing the Bank’s policy actions, 
let me begin by noting that total spending in the 
Canadian economy, which had been expanding 
at a pace too fast to be healthily sustained, 
increased in 1989 at a somewhat more moderate 
pace than in 1988. But despite this welcome 
moderation in spending, to an increase of about 
7 per cent, Canada’s underlying inflation per- 
formance deteriorated in 1989, reflecting the fact 
that the level of demand pressures in the econ- 
omy remained strong. With the persistent overall 
tightness in product and labour markets, cost 
increases accelerated through the year. The trend 
of consumer price inflation was also up, to 
5 per cent in 1989 from 4 per cent earlier. 
Moreover, inflation pressures picked up in all 
regions and became more evenly distributed 
across the country — a clear indication of the 
national dimension of the problem. Bank of 
Canada actions were addressed to resisting, 
moderating and turning around those pressures. 

The financial aggregates to which the 
Bank of Canada pays closest attention provided 
further evidence of strongly maintained spending 
in the economy. The monetary aggregates M2 
and M2+ registered persistently strong expansion 
in 1989. As discussed later in this Report some 
of this growth needs to be discounted, but even 
when this discount is made, monetary expansion 
exceeded 10 per cent. Total business and house- 
hold credit continued to expand at double-digit 
rates. In the case of households, the demand for 
mortgage credit was exceptionally strong, rising 
by 15 per cent. With advances of this size, it 
would be difficult to contend that the Canadian 
economy was faced with a shortage of money or 
credit. 

In these circumstances, a policy aimed at 
achieving moderate monetary expansion has 
meant pressure on monetary conditions. Short- 
term interest rates rose by about 1% percentage 
points in early 1989, and held relatively steady 
through the balance of the year. With U.S. short- 
term interest rates trending down from March, 
strong Bank of Canada action in money markets 
was required at times to underscore that Cana- 
dian monetary conditions need to reflect first and 
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foremost the financial and economic situation 
that exists in Canada. 

It was against this background that the 
Canadian dollar appreciated further. In particu- 
lar, by the end of 1989 it had risen by some 3 per 
cent against the U.S. dollar. 

Among all the specific aspects of mone- 
tary policy, the relationship between Bank of 
Canada actions and the exchange rate has per- 
haps attracted most attention and critical com- 
ment in the past year. Accordingly, in the next 
section of these remarks I want to review at 
some length the operation of Canadian monetary 
policy with particular focus on the openness of 
Canada to the world economy. 

But just before doing that, it is useful to 
register that even though the trend of inflation in 
Canada has accelerated in the past couple of 
years, the prices of our imports, which account 
for approximately a quarter of all spending by 
Canadians, are in fact slightly lower than two 
years ago. This decline is in very large measure 
attributable to the appreciation of our currency 
over the past few years. And as a plain matter of 
economic arithmetic, if this appreciation had not 
occurred the prices paid by Canadians would 
have risen still faster than they did. What this 
way of looking at our situation underscores is 
that, since the inflation coming from domestic 
forces driving up our costs and prices was offset 
in part by the drop in import prices, those 
domestic inflation forces must have been very 
powerful indeed. 


Monetary policy and the open Canadian 
economy 

Canada has a flexible exchange rate 
regime. This means that the international value 
of the Canadian dollar fluctuates in accordance 
with variations in the supply and demand for it. 
Much of the criticism levelled at the Bank of 
Canada in 1989, particularly by exporters, 
appeared to stem from a view that, with this 
exchange rate regime, monetary policy had an 
inappropriate impact on the Canadian dollar, let- 
ting it fluctuate sharply upward. It is in this light 
that I want to look at what this regime does and 
does not imply for monetary policy, first more 
generally and then in the specific context of the 
past year. 

Monetary policy actions are by no means 


the only factor affecting the exchange rate, but 
those actions, through their impact on short-term 
interest rates, are bound to have an effect on the 
exchange value of the currency. In fact, and this 
perhaps needs emphasizing, it is through those 
financial market channels — interest rates and the 
exchange rate — that monetary policy exerts its 
necessary influence on total dollar spending in 
the economy, and consequently on the overall 
degree of inflation pressure. 

Another important influence on the 
Canadian dollar over the years has been shifts in 
our international terms of trade — the prices we 
receive on average in world markets for our 
exports compared to those we pay for our 
imports. It is a demonstrated fact that because 
we are a major producer of industrial and agri- 
cultural commodities, whose world prices are 
subject to considerable swings over extended 
periods, our terms of trade do fluctuate apprecia- 
bly. They went down about 10 per cent in the 
first part of the 1980s before rising equally 
sharply over 1987 and 1988. The rise in these 
latter two years was an important element behind 
the strengthening of the external value of the 
Canadian dollar over that period. Furthermore, 
exchange rate movements in response to such 
swings in the terms of trade constitute a kind of 
economic buffer. As is described in a later sec- 
tion of this Report, they help to spread the 
impact of a shift in the terms of trade across the 
economy. 

A flexible exchange rate regime can in 
these ways provide important benefits for 
national economic management. What it does 
not do is provide an excuse for following a mon- 
etary policy that is inflationary. 

With a flexible exchange rate, it might 
seem from some points of view that a good 
approach to monetary policy is to make sure that 
it is always sufficiently expansionary to lessen or 
even entirely avoid any tendency for the cur- 
rency to appreciate in response to improving 
world conditions for our export trade (as was in 
fact the tendency for Canada in 1987 and 1988), 
and to help the currency to depreciate in order to 
offset any potential loss of export competitive- 
ness when there is any strong inflation of domes- 
tic costs (as happened here in 1989). However, a 
monetary policy that is directed in this way has 
surrendered control over monetary expansion. 
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And it has surrendered this control for no useful 
purpose. Such a policy is guaranteed to unleash 
inflation, and this is what in fact has happened 
whenever and wherever it has been tried. The 
export sector, much less the rest of the economy, 
is not helped by a monetary policy that throws 
away the compass with regard to control of 
domestic costs, even if the exchange rate slides 
to offset the continuous pressure on export price 
competitiveness. There is nothing in this infla- 
tionary policy that promotes productive effi- 
ciency, which is at the heart of a competitive 
economy. Indeed, such a policy, because of the 
damage it does to our money, would make us 
less productive. 

There is a global perspective as well. 
National policies which do not resist inflation, 
and which look to exchange rate depreciation to 
keep exporters competitive, hinder rather than 
help the expansion of the world economy. For 
international trade to flourish, with all the eco- 
nomic benefits that this brings, what is wanted is 
as much general exchange rate stability as is rea- 
sonably possible. How much stability is reason- 
able will depend importantly on the degree to 
which nations differ in terms of economic struc- 
ture, and this can be the subject of much debate. 
But in any case, as we learned in the 1970s, 
inflationary national policies make even any 
semblance of international exchange rate stabil- 
ity a complete non-starter. 

As regards the specific situation of the 
past year, the criticism that seemed to be 
expressed most often concerning monetary pol- 
icy was the following. By allowing a widening 
of the differentials by which Canadian short- 
term interest rates exceeded comparable U.S. 
interest rates — holding up Canadian short-term 
rates as U.S. rates were declining — monetary 
policy was being inappropriately tight. It was 
argued that the policy was especially inappro- 
priate because it put upward pressure on the 
exchange value of the Canadian dollar, which in 
turn squeezed the competitive position of Cana- 
dian industries. 

As was pointed out earlier in these open- 
ing observations, the essential situation facing 
monetary policy has been that spending in the 
Canadian economy has been too high, giving 
rise to progressively stronger pressures on infla- 
tion. Those pressures have been distinctly 
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greater in Canada than in the United States. So, 
simply on the basis of a comparison of the pres- 
sures on inflation, actions to limit the pace of 
monetary expansion and demand expansion in 
Canada implied Canadian short-term interest 
rates appreciably higher than those in the United 
States. This difference in interest rates was 
indeed an element in the rise in the value of the 
Canadian dollar against the U.S. dollar during 
1952) 

Accordingly, bearing in mind the way 
monetary policy necessarily operates, the criti- 
cism that it has been putting too much pressure 
on interest rate differentials and the exchange 
rate must then come from a belief that monetary 
policy has gone too far in fighting inflation. 

The crucial weakness with this argument, 
as has already been noted and as will be dis- 
cussed elsewhere in this Report, is that the evi- 
dence does not support it. In 1989 the momen- 
tum of inflation in Canada, and above all, the 
inflation that is made in Canada, was in an 
upward direction — in other words away from, 
not towards, price stability. 


With respect to conditions in money and 
exchange markets it may however be noted that, 
other things being equal, demand restraint 
through fiscal policies, at whatever level of 
government — or, for that matter, a moderation 
of private spending forces — helps to ease the 
pressures of an anti-inflationary monetary policy 
on short-term interest rates and the exchange 
rate. 

Concerns have also been expressed 
regarding the role of the exchange rate in the 
widening during 1989 of the current account 
deficit of Canada’s balance of payments. Our 
current account can be expected to vary with 
shifts in cyclical economic conditions. Recently, 
an important element driving up imports has 
been the exceptional pace of domestic spending, 
and in particular the strength of business invest- 
ment in machinery and equipment, which has a 
high import content. However, what will essen- 
tially determine how the Canadian current 
account performs across the years will not be the 
precise stance of monetary policy, but the extent 
to which Canada can generate its own private 
and public savings to match its demand for 
investment. How to generate those savings is not 
an issue that can be tackled through monetary 
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policy, which has to do essentially with the infla- 
tion component of total dollar national income 
rather than with how much of that income is 
saved. 

A similar point is in order regarding the 
broad world scene. The initiatives for economic 
co-operation and co-ordination across major 
industrialized countries, including Canada, have 
as their immediate objective the easing of the 
present international imbalances in trade and 
payments. In order to mitigate the imbalances of 
spending and saving that are the origin of those 
international imbalances of trade and payments, 
the focus has rightly been on what can be done 
through fiscal policies and policies relating to 
economic structure, and not on monetary poli- 
cies. These international imbalances cannot be 
erased by greater stimulus from monetary 
policies. 

In concluding this section, it hardly 
needs emphasizing that the fact that our eco- 
nomy is closely linked to the world economy 
through both trade and capital flows adds a 
major element of complexity to national finan- 
cial policy. The exchange rate is clearly a very 
important price for Canadians. In managing our 
economic affairs we are bound to be sensitive to 
the effects of fluctuations in the international 
value of our currency on demand, on inflation, 
and on incentives to export. 

Developments at the beginning of 1990 
are a good illustration of how the exchange rate 
matters. With some signs of moderating demand 
pressures that were expected to become more 
pronounced in the period ahead, the Bank of 
Canada undertook in mid-January to encourage 
some monetary easing of a very limited nature. 
However, the sharp drop in the exchange value 
of the Canadian dollar in response to a small 
decline in short-term interest rates meant a rather 
substantial easing of overall monetary conditions 
— that is, the combined effect on demand of a 
change in short-term interest rates and in the 
exchange rate. At the same time, the decline in 
the Canadian dollar, because it contributes 
directly to an increase in the prices paid by 
Canadians, also carried with it a more direct risk 
of worsening the inflation climate. Given the 
degree of easing that such an exchange rate 
movement implied, the Bank needed to take off- 
setting action and to ensure that the movement in 


the currency did not begin to snowball. The 
danger in such an exaggerated movement was 
that it would prevent the progress in improving 
Canada’s inflation performance that is the 
foundation of monetary policy. 

As a result of the Bank’s actions in 
money markets, short-term interest rates moved 
back up, and at the end of February 1990 were at 
levels higher than at the end of 1989. Nonethe- 
less, taking into account the offsetting effects of 
the higher interest rates and lower Canadian dol- 
lar, there appears on balance to have been some 
easing in overall monetary conditions in Canada. 

Let me underline the broad approach to 
policy underlying the Bank’s actions in this epi- 
sode. In making judgments about monetary con- 
ditions and about any required policy actions, 
the Bank takes full account of the effects of 
exchange rate movements on the pace of spend- 
ing and inflation in Canada. But in taking into 
account these effects, the Bank does not aim at a 
particular exchange rate or exchange rate range. 
To return to a point made earlier in these obser- 
vations, with monetary policy directed towards 
bringing about stability in our domestic costs 
and prices, it is not possible or desirable to try at 
the same time to bring about a specific exchange 
rate for the Canadian dollar. Nonetheless, a 
monetary policy that seeks stability in the value 
of the Canadian dollar in Canada will also over 
time make the best contribution it can to stability 
of the Canadian dollar in international markets. 


* OK OK OK 


At the start of these remarks I empha- 
sized the responsibility of monetary policy to 
provide a trustworthy monetary standard. In 
finishing let me add some further comments in 
this area. 

In 1989, given the strength of the forces 
behind Canadian inflation, Bank of Canada 
actions did not result in any improvement in our 
inflation performance. While there have more 
recently been some signs of easing in the pres- 
sures on costs and prices, the extent of easing 
has not been very great. In the actions it under- 
takes in money markets, the Bank of Canada 
will of course continue to pay central attention to 
how the trend of those pressures develops. 

In this regard, it is worth pointing out what 
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is wrong with the view that a monetary policy 
that fights inflation is a high interest rate policy. 
The problem is basically one of perspective. 

It is certainly true that resisting inflation- 
ary forces by a refusal to print money to accom- 
modate those forces will, other things being 
equal, put upward pressure for a time on short- 
term interest rates. That is the way monetary 
policy works. However, the real and lasting 
upward pressure on interest rates comes not 
through anti-inflationary policy but through poli- 
cies that encourage or accommodate inflation. 
And with inflation the pressure on rates is across 
the board, not just on short-term rates but on 
medium- and long-term rates as well. An infla- 
tionary monetary policy will not contribute more 
than temporarily to lower interest rates because 


sustained inflation, or even the mere anticipation 
of sustained inflation, inevitably affects the atti- 
tudes of lenders and borrowers. Lenders demand 
compensation through higher interest rates for 
the likely erosion in the value of the funds they 
are committing. And borrowers, because they 
see the same inflationary prospects, are prepared 
to pay up without curbing their demand for 
funds. There are plenty of examples of this reac- 
tion both in our own recent history and in other 
countries. 

An anti-inflationary monetary policy, by 
the confidence in our money that it generates, 
constitutes an essential investment in low interest 
rates. The Bank of Canada is aiming to promote 
that confidence. 





ECONOMIC AND FINANCIAL DEVELOPMENTS 


Demand, economic activity and inflation 





By the end of 1988 the Canadian econ- 
omy had expanded to the point where aggregate 
demand was straining available supply and infla- 
tion pressures were escalating. During 1989 the 
advance of total spending moderated, yet 
because of the cumulative expansion of demand 
over a number of years the level of economic 
activity remained high and inflation pressures 
intensified. Indeed, Canadian consumer prices 
rose more rapidly in 1989 than they did in any of 
the previous five years, exceeding the inflation 
recorded in the United States and in the five 
major Overseas economies as a group. Within 
Canada, rates of inflation across the country con- 
verged substantially during 1989. 


Demand and economic activity 

Total dollar spending is estimated to have 
increased by about 7 per cent during 1989, down 
from 8 per cent during 1988. This lower 
increase reflected more moderate expansion in 
the volume of aggregate demand, which rose by 
about 2'/4 per cent compared to 4 per cent the 
previous year. While the slowing in the pace of 
expansion resulted in some easing in rates of 
resource use, both product and labour markets 
nevertheless remained tight in 1989. 

The expansion of spending on Canadian 
goods and services was driven more by domestic 
demand and less by foreign demand than in 
1988. The growth in total domestic demand in 
volume terms was over 41 per cent, despite the 
moderating influence of higher interest rates, 
while export growth slowed substantially in 
response to slowing aggregate demand in the 
economies of Canada’s main trading partners 
and a less favourable domestic competitive posi- 
tion. Indeed, the volume of exports declined 
during 1989. 

Within the domestic economy, business 
investment provided an important stimulus to 
demand. Spending on machinery and equipment 
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and on construction grew strongly, as firms con- 
tinued to respond to high rates of capacity use, 
falling capital goods prices and competitive pres- 
sures in world markets. Residential investment 
and activity in resale housing markets softened 
in midyear, but recovered strongly in the second 
half, led by very active markets in British Co- 
lumbia and Alberta. Housing starts for the year 
as a whole, at 215 thousand units, were down 
just over 3 per cent from the 1988 total, but were 
still at a high level and well above industry 
expectations. 

Particularly significant in the slowing of 
growth in total spending was reduced demand 
for automobiles in North American markets. 
Producers had some success in sustaining sales 
through the year, despite the higher interest 
rates, with aggressive purchase incentives, but 
for the year as a whole vehicle sales in North 
America were down sharply. Canadian exports 
of motor vehicles and parts trended down 
through the year, falling almost 6 per cent in 
volume terms in the twelve months to December. 
Within Canada, the reduced demand for auto- 
mobiles was the main source of slowing in con- 
sumer durable expenditures, but all major 
components of consumer demand advanced less 
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Selected indicators of household and 
business demand 
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rapidly in 1989 as households tended to become 
more cautious about spending, raising the sav- 
ings rate to about 10 per cent from just under 
9% per cent in 1988. 


Economic and financial developments 
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Firms remained cautious concerning 
inventory levels. Mindful of the risks of a slow- 
ing in demand, most industries have kept stocks 
low and have responded quickly to any signs of 
weaker sales. As a result, stock-to-sales ratios 
remained low through 1989 and there were few 
signs of the buildup of inventories that has pre- 
ceded and accentuated most downturns in 
production. 

The high level of demand in the Cana- 
dian economy and lower relative prices for 
imported goods, resulting in large measure from 
the appreciation of the Canadian dollar over 


recent years, led to continued growth of imports. 


The strength of business investment spending, 
which has a relatively high import content, was 
an important contributing factor, but imports of 
consumer goods, other than automobiles, were 
also strong. The combination of lower exports 
and further growth in imports led to a decline in 
the merchandise trade surplus in volume terms. 
The terms of trade — the ratio of export prices to 
import prices — eased somewhat through the 
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year, but from a very high level attained in the 
first quarter. For the year as a whole the terms of 
trade were well above the average for 1988, con- 
tinuing the sharp advances recorded since 1986. 
This increase was not sufficient, however, to 
prevent a decline in the merchandise trade bal- 
ance in current dollars. The deficit on current 
account also widened, in part reflecting the nar- 
rower trade surplus. It also reflected a rise in net 
interest payments to non-residents, which was 
only partially offset by a further increase in net 
transfers of funds into Canada by immigrants. 
Labour markets remained tight in 1989 
and many industries faced difficulties in finding 
skilled labour. The economy continued to gen- 
erate growth in employment, which rose by 
1% per cent in the 12 months ending in Decem- 
ber, but higher immigration and further increases 
in labour force participation, especially by 
women, contributed to a slightly stronger 
increase in the labour force. While the rate of 
unemployment fell to 7.3 per cent (on a season- 
ally adjusted basis) in June, by December the 
rate had risen to 7.7 per cent, just above its level 
at the end of 1988. In January 1990 the unem- 


Growth in employment 


Year-over-year percentage change 





1985 86 87 88 89 


ployment rate rose to 7.8 per cent, despite strong 
employment growth. On a regional basis, 
employment growth in 1989 jumped well ahead 
of the national average in western Canada, but 
fell below it in Quebec and, towards the end of 
the year, in the Atlantic provinces. 

The pace of economic activity across the 
country has varied considerably over the past 
several years. An important factor explaining 
regional variations in economic performance has 
been the pronounced swings in Canada’s terms 
of trade linked to the movements in commodity 
prices. As noted above, the terms of trade 
remained at a high level through 1989. Indeed, 
despite some easing through the year, commod- 
ity prices remain relatively high compared to just 
a couple of years ago and have generated consid- 
erable income growth for those parts of the 
country dependent on resource-based industries. 
But the fact that the Canadian dollar appreciated 
in response to the run-up in the terms of trade 
provided an important mechanism for spreading 
the resulting economic gains to consumers and 
producers across the country through lower 
import prices, and for distributing the pressures 
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of demand on resources across markets and 
sectors. 

Buoyed by the increased level of activity 
in the resource industries generally, together 
with strong migration from other provinces and 
from abroad, the economy of British Columbia 
surged ahead in 1989. By year-end, employment 
in British Columbia was almost 6 per cent above 
its level at the end of 1988, and unemployment 
had fallen almost 2 percentage points despite the 
large increase in the labour force. The economy 
of Alberta was buoyed by strong investment in 
resource-based manufacturing and in pipelines. 
In both provinces, housing market activity 
picked up sharply. The Prairie provinces bene- 
fited from a recovery from the drought condi- 
tions of 1988; both Saskatchewan and Manitoba 
recorded output growth well above the national 
average. Nevertheless, with low employment 
growth and weak consumer demand, these two 
economies remained subdued. The Ontario econ- 
omy remained robust through 1989, but there 
were clear signs of slowing, especially for the 
automotive sector and its suppliers. Despite 
sharp increases in investments by the pulp and 
paper and the primary metals industries, the 
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Quebec economy slowed in response to lower 
consumer expenditures and a drop in residential 
investment. In Atlantic Canada, difficulties in 
the fishing and fish-processing industries con- 
tributed to a slowdown in activity. There was 
some variation within the region, however, as 
New Brunswick in particular had a relatively 
strong year on the basis of substantial invest- 
ments in resource industries. 

The moderation in the rise in output dur- 
ing 1989 was spread quite widely across indus- 
tries, but was particularly evident for resource- 
based, export-oriented industries, electrical 
utilities, and industries affected by the slower 
growth of consumer demand. In contrast, con- 
struction activity continued to expand rapidly, 
supported by both residential and business 
investment spending, and agricultural production 
recovered from the effects of the 1988 drought. 
In general, capacity pressures eased somewhat. 
Nevertheless, for the aggregate of non-farm 
goods-producing industries, as well as for the 
manufacturing sector, the rate of use of produc- 
tive capacity remained above its long-run average 
throughout the year. 
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Inflation and costs 

Propelled by the high level of demand 
pressures, Canada’s inflation performance dete- 
riorated in 1989. In December, the national con- 
sumer price index was more than 5 per cent 
above its level at the end of 1988. This compares 
with increases of about 4 per cent in each of the 
previous 5 years. The increase of just under 
5'/ per cent in the index excluding the volatile 
food and energy components was also above the 
increase recorded in 1988. In January 1990, the 
year-over-year increase in the overall index 
jumped to 5% per cent. 

The provincial consumer price data show 
a marked convergence of inflation across the 
country in 1989. The Ontario economy again 
generated higher inflation than most other prov- 
inces, but the increases recorded for the western 
provinces were particularly sharp and by year- 
end had pushed the average inflation rate for 
those provinces slightly above that of central 
Canada. Indeed, for the twelve months ending in 
December 1989, Alberta recorded the highest 
rate of increase, over 6 per cent, and the rate in 
British Columbia climbed to virtually the same 


level as in Ontario, about 52 per cent. A surge 
in shelter costs, associated with strong increases 
in housing prices in British Columbia and 
Alberta, contributed to these developments. The 
escalation of inflation in Atlantic Canada was 
also marked, but the regional rate remained 
somewhat below the national average. Quebec 
recorded the lowest annual increase of consumer 
prices at year-end, just under 4 per cent. 

Increases in indirect taxes levied by fed- 
eral and provincial governments again contrib- 
uted to the rise in consumer prices, but the 
magnitude of the effect was no greater than that 
experienced in 1988. Thus the increase in con- 
sumer price inflation cannot be attributed to the 
effects of higher indirect taxes; rather, its source 
was the strong underlying domestic inflationary 
pressures. 

The strength of underlying domestic 
sources of inflation is indicated by the fact that 
inflationary pressures intensified in 1989 despite 
the presence of several moderating influences on 
prices of products traded internationally. The 
appreciation of the Canadian dollar had a signifi- 
cant restraining influence on the level of prices 
of imported goods and services (and their 
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domestic substitutes). In addition, U.S. dollar 
prices of many of Canada’s resource exports 
declined during 1989, reflecting the combined 
effect of slowing in the growth of world demand 
and rising supplies of commodities in response 
to worldwide investments in new capacity. There 
was as well in 1989 a further decline worldwide 
in prices of computers and related equipment. 

The impact on prices of the appreciation 
of the Canadian dollar and lower export prices, 
together with heightened competitive pressures 
in product markets, squeezed profits and made it 
more difficult for producers to pass on rising 
costs. 

Still, in the face of continued tightness in 
labour markets, wage costs escalated sharply. 
Increases in base wage rates negotiated in 1989 
averaged over 51% per cent, compared to under 
4'4 per cent in 1988. Public sector settlements 
rose dramatically in 1989, equalling those in the 
private sector for the year as a whole. Overall, 
settlements in central Canada continued to rise; 
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Indicators of producer costs the average for Ontario and Quebec was about 





Effective annual wage increase in base rates for 5¥% per cent in 1989 compared to just under 
new wage settlements 5 per cent in 1988. Average negotiated increases 
oy peta tl in other provinces, led by high settlements in 
British Columbia, escalated in the second half of 
fe 1989, almost equalling those in Ontario and 
‘ (2) Quebec. Total labour income per worker 
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Monetary and financial developments 





Financial aggregates grew vigorously in 
1989. Short-term interest rates continued to rise 
in the first quarter, then levelled off over the bal- 
ance of the year, and the Canadian dollar appre- 
ciated further. The resulting tighter monetary 
conditions led to favourable market expectations 
on the future course of inflation and contributed 
to a reduction in long-term interest rates. 


Monetary aggregates 

The monetary aggregates M2 and M2+, 
which are the aggregates that the Bank follows 
closely because of the information they provide 
on growth in total spending and inflation, both 
grew by 14 per cent from the fourth quarter of 
1988 to the fourth quarter of 1989. This repre- 
sented an acceleration over the corresponding 
growth rates of 10% per cent and 12 per cent, 


Canadian interest rates 
Hf 


respectively, recorded in the previous year. 
Although these aggregates were inflated in 
November by low net sales of Canada Savings 
Bonds (csBs), they had already posted increases 
at an annual rate of about 13 per cent in the first 
ten months of the year. The high volume of CSB 
redemptions in the first half appears to have had 
only a limited impact on the growth of M2 and 
M2+, since these redemptions were offset by 
substantial purchases of treasury bills by 
individuals. 

The acceleration of M2 growth primarily 
reflects the fact that the banks’ share of the 
deposit market did not decline further in 1989. 
The growth of M2+, which includes deposits at 
trust companies and credit co-operatives, accel- 
erated only slightly, rising from an annual rate of 
12% per cent in the first ten months of 1988 to 
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Monetary aggregates and gross domestic product (GDP) 


Billions of dollars, seasonally adjusted data 
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almost 13 per cent in the same period of 1989. 
However, that still represents a sizable increase 
relative to the growth rate of about 9’ per cent 
recorded in the first ten months of the two pre- 
vious years. (This period is used as a basis for 
comparison to discount the influence of CSB 
sales on these aggregates.) The rapid growth of 
M2 and M2+ in 1988 and 1989 reflects the accu- 
mulation of inflationary pressures resulting from 
the vigorous pace of total spending since 1987. 
If the slower growth in total spending observed 
in 1989 is maintained, the expansion of these 
monetary aggregates should also moderate. 
Because of the strong growth of deposits 
included in M2, primarily personal savings 
deposits, banks relied less heavily on wholesale 


deposits, which are included in M3 but not in M2. 


Consequently, M3 grew less rapidly than M2 and 
M2+, although it too exceeded last year’s pace, 
reflecting faster growth in bank loans. 

The rise in short-term interest rates — 
more than 3% percentage points from the first 
quarter of 1988 to the second quarter of 1989 — 
served to raise the cost of holding transaction 
balances that are included in M1. This led to a 
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gradual decline in the growth of this aggregate 
relative to total spending. This decline was most 
noticeable in current accounts, most of which 
are non-interest-bearing and for which, there- 
fore, the interest foregone is the greatest. The 
growth of MI on a year-over-year basis slowed 
from 10% per cent in the fourth quarter of 1987 
to 3% per cent in the fourth quarter of 1989. 


Credit aggregates 

The demand for credit remained strong, 
particularly in the private sector where credit 
growth reached 12% per cent, on a year-over- 
year basis, in the fourth quarter of 1989. 

After accelerating steadily from 1983 to 
1987, the growth in household credit has slowed 
slightly over the last two years; still, at 14 per 
cent, it remains remarkably rapid. Driven by 
strong demand in the housing market and by ris- 
ing house prices, mortgage borrowing rose 
approximately 15 per cent during 1989 — almost 
as fast as in the previous year. Personal loans, 
mainly for buying consumer goods, posted a 
growth rate of 11'%4 per cent during 1989, com- 
pared with nearly 14% per cent during 1988. 
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Credit aggregates 
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Total public sector credit!: 

Loans extended to, and bonds and bills issued by, federal, 
provincial and municipal governments, and guaranteed bonds 
issued by provincial and municipal government enterprises 


Total private sector credit: 
Total business and household credit 


Business credit!: 

Loans and financial leases extended to, and acceptances, 
commercial paper, bonds and equities issued by, 
non-financial businesses 
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Consumer credit and residential mortgage loans 
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This slower pace primarily reflected an easing of 
automobile sales. Relative to disposable income, 
which grew about 8 per cent during 1989, house- 
hold indebtedness continued to climb rapidly. In 
part, the upward trend in the household debt-to- 
income ratio is related to demographic factors 
such as the changing age structure of the popula- 
tion and interprovincial migration. However, the 
major factor behind rapidly increasing household 
debt in recent years has been the interaction 
between individuals’ optimism about their 
capacity to take on greater debt and the inflation 
of household assets, notably housing. 

Slower growth in household credit was 
observed in all regions except British Columbia, 
where the strong demand for housing led to an 
acceleration in loan growth. The sharpest decel- 
eration was in Quebec, where, as in Ontario, 
household credit had, in the recent past, 
increased faster than the national average; 
Alberta and Ontario recorded the least slowing. 

In light of strong investment spending, a 
large number of corporate takeovers, and falling 


profits, businesses increased their reliance on 
capital market financing. Total credit to non- 
financial firms increased by 11 per cent from the 
last quarter of 1988 to the last quarter of 1989 — 
the highest growth rate since the beginning of 
the economic recovery in 1983. Spurred on by a 
rising stock market and falling long-term bond 
yields, stock and bond issues rebounded in 
1989. In many cases these issues were used to 
refinance short-term paper. The debt-to-equity 
ratio for non-financial firms recorded a slight 
increase for the second consecutive year — 
largely attributable to the manufacturing sector. 
Nevertheless, this ratio remains lower than it has 
been for most of the past decade. 

Public sector financing requirements 
declined in 1989, particularly for the federal 
government, whose requirements had been 
inflated by the substantial accumulation of for- 
eign currency reserves in the Exchange Fund 
Account in the previous two years. The growth 
in public sector demand for credit moderated to 
7 per cent in 1989, about the same rate of 
increase as for Gross Domestic Product (GDP). 
For the third consecutive year, total indebtedness 
of provincial and municipal governments grew 
less rapidly than GDP. 
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Interest and exchange rate developments 

The rise in interest rates that began in the 
spring of 1988 continued in early 1989. After an 
increase of about 2/4 percentage points in 1988, 
short-term rates rose 1'% points in the first 
quarter of 1989 and then remained stable for the 
rest of the year. The differential over corre- 
sponding U.S. rates widened by about 2 percent- 
age points following a decline in U.S. rates that 
began in the spring. The Bank of Canada had, at 
times, to take a firm stand in order to prevent 
Canadian short-term rates from following the 
U.S. trend, thereby maintaining a degree of 
pressure on monetary conditions in Canada 
appropriate to the vigorous aggregate demand 
and credit growth. 

Wider interest-rate differentials between 
the two countries contributed to the further 
appreciation of the Canadian dollar in 1989, 
despite some decline in commodity prices. 
Higher prices for commodity exports had been a 
major factor in the strong performance of the 
Canadian dollar in the two previous years. The 
dollar gained 3 per cent in 1989 to reach 
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86.32 cents (U.S.) by the end of the year. Rela- 
tive to G-10 currencies, the Canadian dollar 
appreciated by just over 4 per cent. 

The yield curve in Canada continued to 
slope downward in 1989, as long-term rates 
declined. Long-term bond yields, which had 
remained remarkably stable when short-term 
rates were rising in 1988 and early 1989, fell 
approximately 7/4 of a percentage point in the 
second quarter in the wake of interest rate 
declines in the United States. However, the dif- 
ferential vis-a-vis corresponding U.S. long-term 
rates grew slightly from June onward in response 
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to a widening differential in short-term rates. 
These developments suggest that markets expect 
inflationary pressures to ease more slowly in this 
country than in the United States. 

Administered interest rates followed 
movements in market rates for similar maturi- 
ties. The prime lending rate rose 1% percentage 
points in the first quarter of 1989 in response to 
higher short-term rates. Reflecting the inversion 
of the yield curve, one-year mortgage rates rose 
above five-year rates in the first quarter, then fell 
below prime when long-term bond rates 
declined. 
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In mid-January 1990, with some signs of 
moderating demand pressures, the Bank of 
Canada allowed a limited decline in short-term 
rates so as to ease monetary conditions slightly. 
At that time, the Canadian dollar began to fall so 
sharply that the Bank had to reverse the down- 
ward movement in short-term rates in order to 
contain the extent of easing of monetary condi- 
tions. During the first two months of the year, 
the Canadian dollar depreciated by over 3 per 
cent against the G-10 currencies and short-term 
interest rates rose by close to 1 percentage point, 
bringing the differential between Canadian and 
U.S. rates for commercial paper to about 5 
points. This increase in the cost of funds caused 
a 4 of a point increase in the banks’ prime busi- 
ness loan rate. Over this period, yields on long- 
term bonds rose by almost | percentage point 
under the influence of generally rising long-term 
rates in the United States, Europe and Japan. 


Other financial developments 

During 1989, Canadian banks increased 
their provisions for losses on loans to developing 
countries by $3.3 billion. This brought these 
provisions to an average of 67 per cent of sover- 
eign risk loans to a group of designated develop- 
ing countries, and reduced the major banks’ net 
exposure to these risks to 22 per cent of equity. 
Major Canadian banks have also succeeded in 
increasing capital levels in advance of the time- 
table recommended by the Basle Committee on 
Banking Regulations and Supervisory Practices. 
For all six of the major Canadian banks, the ratio 
of primary capital — essentially permanent share 
capital and retained earnings — relative to risk- 
weighted total assets exceeds the minimum of 
4 per cent that is to be reached by 1992. As of 
the end of the banks’ fiscal year, total capital, 
which also includes preferred shares and subor- 
dinated debentures, stood at between 7 and 8 per 
cent of risk-weighted assets. This ratio must 
reach 8 per cent by 1992. 

In the past few years, an increasing 
amount of attention in Canada and abroad has 
been devoted to an examination of the risks asso- 
ciated with a variety of clearing and settlement 
systems and how such risks might be distributed 
among the participants in the systems. The prob- 
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lems in this regard are common to all settlement 
mechanisms, including the payments system and 
the settlement systems for foreign exchange and 
securities transactions. If financia! markets and 
the economy as a whole are to function properly 
and efficiently, it is essential that participants 
remain confident that the clearing and settlement 
systems will perform reliably even in adverse 
circumstances. That is why the Bank of Canada 
has supported a number of initiatives in this 
area. As supplier of settlement services and 
lender of last resort to deposit-taking institu- 
tions, the Bank has every interest in supporting 
the development of clearing systems that not 
only allow better identification of the risks faced 
by participants, should one of them default on its 
obligations, but also reduce risks for the system 
as a whole and for all participants. 

The Bank of Canada is actively partici- 
pating in a study, under the auspices of the Bank 
for International Settlements, of the difficult 
legal and prudential management questions 
raised by bilateral and multilateral netting of 
interbank transactions, particularly foreign 
exchange transactions. The Bank has closely fol- 
lowed the development of new mechanisms by 
the Canadian Depository for Securities Limited 
(CDS) for the identification and containment of 
risk within the prudential regulatory framework. 
The success of this undertaking represents an 
essential condition for proceeding with the 
immobilization of Government of Canada securi- 
ties within the CDS. The Bank 1s also following 
with interest the project to develop a broader net- 
ting system for debt securities within the CDS, as 
well as the work being done by the Canadian 
Payments Association to establish a transfer and 
settlement system to process large-value transac- 
tions electronically. 

The Bank also participates in the work of 
the committee set up to study the feasibility of 
implementing the recommendations of the report 
of the Group of Thirty on settlement and clear- 
ing systems for securities transactions. This 
report, which was drawn up by an independent 
advisory group of international financial experts, 
put forward a range of recommendations aimed 
at reducing the risk and maximizing the effi- 
ciency of settlement systems. 
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The pace of economic expansion in the 
Group of Seven (G-7) major industrial countries 
moderated through 1989, following the strong 
acceleration in activity experienced during 1987 
and the first part of 1988. The slowing was not 
uniform among the G-7 countries, however, and 
was most evident in the United Kingdom and 
North America. The growth of output has gener- 
ally eased somewhat in the other G-7 countries 
compared to the preceding year, but it remains 
high, particularly in Japan and Germany. In the 
case of Japan the expansion has been supported 
by strong growth in domestic demand, while in 
Germany the economy continues to be largely 
export-driven, in part due to high levels of 
investment throughout Europe associated with 
the prospective unification of markets in 1992. 

Despite preliminary signs of slower 
growth in aggregate demand, the level of spend- 
ing continues to exceed productive capacity in a 
number of countries. Indeed, higher rates of con- 
sumer price inflation were registered in all seven 
major industrial countries during 1989. The 
deterioration in inflation performance was evi- 
dent even abstracting from the effects of firmer 
world oil prices and of changes in indirect taxes 
in certain countries. 

Whereas the generalized acceleration of 
spending during 1987 and 1988 had prompted 
fairly widespread increases in short-term interest 
rates, greater national differences in economic 
activity during 1989 produced a more mixed set 
of monetary conditions. In the United States, 
short-term interest rates peaked in the spring and 
then eased through the rest of the year amid 
signs of a slowing in the economy. In contrast, 
short-term interest rates in Japan rose through 
most of 1989, as policymakers responded to evi- 
dence of building inflation pressures and persist- 
ent weakness in the Japanese yen. Monetary 
policy was also tightened progressively in Ger- 
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many, prompting similar moves elsewhere in 
Europe as countries sought to maintain exchange 
rate parities in the European Monetary System. 
Concerns over persistent inflation pressures and 
exchange rate weakness led to higher interest 
rates in the United Kingdom as well. 

The pattern of exchange rates that 
emerged during 1989 raised concerns that the 
adjustment of international current account 
imbalances might stall, and posed a significant 
challenge for the process of policy co-ordination 
among the G-7 countries. During the first half of 
the year the U.S. dollar appreciated markedly 
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Short-term interest rates in selected major industrial countries 


Three-month money market interest rates, weekly data 
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against most other major currencies, in spite of 
the continuing large current account deficit in the 
United States and declines in U.S. interest rates. 
As described in the previous section of this 
Report, an important exception to this trend was 
the Canadian dollar, which remained fairly 
steady against the U.S. dollar during the first 
half of 1989 before appreciating during the sec- 
ond half. Towards the end of 1989 the German 
mark also strengthened substantially against both 
the U.S. dollar and the other major currencies, 
including the Japanese yen. While this move- 
ment was consistent with the rise in German 
interest rates relative to those elsewhere, it has 
also been attributed in part to the potential eco- 
nomic implications for West Germany of recent 
political developments in Eastern Europe. The 
net effect of these offsetting currency move- 
ments was to raise the value of the U.S. dollar 
during 1989 by about 3 per cent on a trade- 
weighted basis against the G-10 currencies. 

Although exchange rate movements in 
1989 may have worked to slow the process of 
external adjustment, the pattern of domestic 
demand growth across the major industrial coun- 
tries was nevertheless conducive to some further 
correction of external imbalances in Japan and 
the United States. The reduction in Japan’s cur- 
rent account surplus was particularly note- 
worthy, and reflected the combined effects of 
slower demand growth in its major export 
markets, higher world oil prices, strong growth 
in imports of consumer goods, and increased 
foreign travel by Japanese citizens. Some prog- 
ress was also made in reducing the U.S. trade 
deficit in 1989, but most of this improvement 
took place early in the year. In contrast, the 
external positions of most major European coun- 
tries moved further away from balance. These 
imbalances continued to be mainly intra- 
European in nature, with Germany’s large sur- 
plus substantially offset by deficits elsewhere in 
the European Community, notably in the United 
Kingdom and France. 

The increase in the U.K. current account 
deficit during the past three years was largely a 
consequence of excess domestic demand, and 
some reduction in the deficit can be expected as 
domestic demand pressures subside. Indeed, a 
noticeable improvement in the U.K. trade bal- 
ance has been evident since late summer. The 
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German current account surplus, in contrast to 
the U.K. deficit, owes more to the relative 
strength of external demand, reflecting recent 
high levels of investment expenditure in Europe 
and the fact that Germany is an important pro- 
ducer of capital goods. 

A notable counterpart to the improve- 
ment in the U.S. external position during the 
past two years has been a decline in the com- 
bined net exports of the Asian newly industrial- 
ized economies (NIEs). This has resulted from a 
combination of factors, including appreciation of 
the currencies of the NIEs against those of their 
major trading partners, rising domestic inflation, 
and strong growth in domestic consumption. 
While demand is still growing at a rapid pace in 
these economies, it is doing so at rates signifi- 
cantly below those seen in recent years, a devel- 
opment that should result in an easing of 
inflation pressures. 

In most other developing countries eco- 
nomic performance was again disappointing in 
1989. On balance, there was little growth in 
output in the group of fifteen heavily indebted 
middle-income countries. At the same time, 
inflation surged to record levels in many of these 
countries. In sub-Saharan Africa there was a 
modest increase in the volume of output, but it 
was not enough to prevent a further decline in 
inflation-adjusted per capita incomes. 

This generally disappointing economic 
picture for developing countries reflected a vari- 
ety of factors. In many cases excessively expan- 
sionary fiscal and monetary policies have led to 
high and accelerating rates of inflation and have 
clearly discouraged investment. The negative 
influence of large debt and debt-service burdens 
have also continued to limit investment and 
growth prospects in some countries. Finally, 
external developments, such as a slowing of 
demand in major export markets, generally 
higher world interest rates and declines in many 
non-fuel commodity prices, have had a negative 
impact on the economies of a number of devel- 
oping countries. Though trade and current 
account balances appear to have improved 
slightly in 1989, this was largely a consequence 
of the external financing constraints that many of 
these countries faced. 
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The evolving Third World debt strategy 

Continued sluggish growth in many heav- 
ily indebted countries and the limited prospects 
for significant improvement led to a reexamina- 
tion of the international debt strategy in 1989. 
Building on earlier proposals developed by Japan 
and France, the United States launched an initia- 
tive in March 1989 aimed at strengthening the 
debt strategy and improving the prospects for 
sustained economic growth in developing 
countries. 

The initiative represented an evolutionary 
step, incorporating key features of the existing 
strategy as well as elements of recent debt- 
reducing transactions between certain debtor 
countries and banks. The plan continues to 
emphasize the importance for debtor countries of 
putting in place sound macroeconomic and struc- 
tural adjustment policies, supported by the major 
international financial institutions, the Inter- 
national Monetary Fund (IMF) and the World 
Bank. However, in addition to underscoring the 
need in these countries for continued inflows of 
capital, emphasis is now placed on the fact that 
in certain cases debt reduction is also necessary. 
This reflects a recognition that the overhang of 
large external debts could inhibit domestic 
investment and represent a major obstacle to the 
resumption of sustained non-inflationary growth. 

These changes to the debt strategy 
received widespread support from the interna- 
tional community. In May, the IMF and the 
World Bank agreed to set aside a portion of 
funds normally available to member countries 
under lending arrangements, to support opera- 
tions involving the voluntary reduction of out- 
standing debt by commercial lenders. Further- 
more, both institutions agreed to consider 
requests for additional resources that would be 
used to guarantee a portion of the interest pay- 
ments associated with debt and debt-service 
reduction. Japan has also pledged significant 
resources to help strengthen the debt strategy 
further. 

Several heavily indebted countries have 
already qualified for IMF and World Bank sup- 
port under the new plan and have initiated nego- 
tiations on debt and debt-service reduction with 
commercial banks. In this regard, Mexico, the 
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External debt situation in developing countries 
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Philippines and Costa Rica reached agreements 
in principle with their creditors during 1989. 
While the terms of the agreements vary, all have 
involved significant commercial debt reduction, 
financed in large part by resources supplied by 
the IMF and the World Bank. Implementation of 
the Philippine agreement began early in 1990, 
and additional transactions are expected later in 
the year. Transactions under the Mexican agree- 
ment are expected to take place in March 1990. 
The Costa Rican debt-reduction agreement is 
also expected to be implemented in 1990. Cana- 
dian banks, which are represented on the bank 
steering committees negotiating debt reduction 
with developing countries, have been active par- 
ticipants in this process. 

In 1989 and early 1990 the Bank of 
Canada, with the concurrence of the Minister of 
Finance, participated with the monetary authori- 
ties of other industrial countries in two short- 
term bridge-financing agreements. In both cases, 
the financing was related to an economic adjust- 
ment program being undertaken with the assist- 
ance of the IMF and the World Bank. Canada’s 
share in the multilateral facility of up to 
U.S.$2 billion for Mexico was a maximum of 
U.S.$100 million. This loan was repaid on 
15 February 1990. The Canadian share in the 
U.S.$500 million loan to Poland was 
U.S.$20 million. Following a repayment made 
by Poland, there were no loans outstanding 
under this facility as of late February 1990. 
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Bank of Canada monetary policy operations 





In its monetary policy operations the 
Bank of Canada employs several techniques to 
influence short-term interest rates. The main 
technique is the day-to-day adjustment of the 
reserves of the chartered banks and the clearing 
balances of the other directly clearing members 
of the Canadian Payments Association (CPA). 
Each day a level of reserves and clearing bal- 
ances is provided which is intended to produce 
the appropriate conditions in the market for over- 
night funds. Appendix table 2 shows the amount 
of reserves required by the banks as well as the 
average level of reserves and clearing balances 
actually provided by the Bank during 1989. 

Other techniques used in monetary policy 
operations involve direct transactions in the 
money market. The Bank frequently enters into 
one-day transactions with designated money 
market participants to influence the overnight 
rate. On other occasions, the Bank may under- 
take direct sales or purchases of treasury bills to 
influence interest rates more generally. 

Operations in the overnight market usu- 
ally involve the provision of temporary assist- 
ance through Purchase and Resale Agreements 
(PRA) to money market jobbers — the group of 
investment dealers authorized to enter into such 
arrangements. Under these agreements, the 
Bank buys treasury bills or other short-term 
assets which the jobber buys back at a pre- 
arranged price, usually the next day. Jobbers 
may initiate a PRA transaction up to a predeter- 
mined amount at Bank Rate when other financ- 
ing is unavailable or unduly expensive. 
However, the Bank may also initiate PRA to off- 
set unwarranted upward pressure on overnight 
financing rates. In this case, the ‘Special’ PRA 
(SPRA) will be in the amount and at the rate that 
the Bank chooses. SPRA were introduced in 1985 
and grew in importance so that in 1987 and 1988 


they accounted for the majority of repurchase 
transactions. 

In 1989 regular PRA accounted for the 
bulk of repurchase agreements with the jobbers. 
Movements in short-term interest rates during 
the year were generally in line with the Bank’s 
monetary policy objectives, and therefore there 
were fewer occasions when there was need to 
initiate SPRA. Appendix table 4 shows the exten- 
sion of credit under PRA and SPRA arrangements. 
Regular PRA were particularly heavily used in 
late May, June and July when the Bank was 
resisting downward pressure on interest rates in 
the money market. Overnight financing rates 
through this period often equalled or exceeded 
Bank Rate, making PRA a relatively cheap source 
of financing. In fact, this relationship between 
the overnight rate and Bank Rate prevailed for 
much of 1989, especially in the second half, and 
largely accounts for the greater recourse of job- 
bers to PRA compared to the previous year. 

The Bank also undertakes Sale and 
Repurchase Agreements (SRA). These transac- 
tions are essentially the opposite of ‘Special’ 
PRA in that they provide the Bank with a direct 
method of countering downward pressure on the 
overnight financing rate. SRA were not exten- 
sively used in 1989, being offered only seven 
times and transacted on only five of those occa- 
sions, for fairly small amounts. 

Direct sales or purchases of securities in 
the open market were undertaken relatively 
infrequently in 1989. Nevertheless the dollar 
value of net sales of treasury bills totalled 
$2.7 billion during the year (Appendix table 3). 
Most of the sales were concentrated towards the 
end of March and in the month of May, when the 
Bank was resisting a tendency for short-term 
rates to decline. The Bank also entered into 
treasury bill swap operations on a number of 
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occasions in 1989. Most of these were under- 
taken simply to rebalance the Bank’s portfolio; 
but on other occasions, notably in February, 
three-month bills were bought against sales of 
shorter-term bills to counter upward pressure on 
the three-month bill rate without increasing the 
Bank’s overall holdings of treasury bills. 

In addition to transactions undertaken for 
monetary policy objectives, the Bank also enters 
into securities transactions for its own balance 
sheet or on behalf of clients (central banks, Gov- 
ernment of Canada accounts and international 
agencies). As can be seen in Appendix table 3, 
the Bank’s holdings of marketable bonds 
declined by $656 million as the amount of bonds 
maturing from its portfolio exceeded the pur- 
chases of new bonds. The holdings of treasury 
bills grew by $1.2 billion in 1989. The Bank 
acquired a substantial amount of treasury bills 
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during the year through its participation in 
weekly tenders, but the greatest portion thus 
acquired was used to fill orders from clients. 

The directly clearing members of the CPA 
will, on occasion, experience shortfalls in their 
balances at the Bank of Canada for a number of 
reasons, including the Bank’s actions to adjust 
the availability of reserve or clearing balances. 
In those cases the Bank extends an overnight 
loan to the institution experiencing the shortfall. 
The average amounts of such advances outstand- 
ing during 1989 are included in the data reported 
in Appendix table 4. The amounts shown also 
include extraordinary advances made in 1985 to 
the Canadian Commercial Bank and the North- 
land Bank. The ongoing liquidation of these 
insolvent banks enabled the amount of these 
advances to be reduced to $46.4 million by the 
end of 1989. 
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Management of government debt and cash balances 





The Bank of Canada, as fiscal agent for 
the government, provides advice on debt man- 
agement policy as well as administrative support 
for debt operations. During 1989 the govern- 
ment’s domestic debt increased by $24.5 billion 
compared with increases of $31.4 billion in 1988 
and $24.5 billion in 1987. The financing 
requirement in 1989 included borrowings to 
finance the net purchase of about $3.6 billion of 
foreign exchange. This was about $7 billion less 
than the net purchase of foreign exchange in the 
preceding year and was largely responsible for 
the lower overall borrowing requirement in 
1989. 

The reliance on treasury bill financing, 
which reached a record level during the year, 
reflected a number of factors, including the lack 
of longer-term borrowing authority for three 
months of the year and unusually large redemp- 
tions of Canada Savings Bonds (csBs). The 
increase of $25.5 billion in treasury bills out- 
standing in fact more than equalled the entire 
growth in the domestic debt. Marketable bonds 
accounted for $9.9 billion of new debt, while 
CSBs outstanding declined by about $10.9 bil- 
lion. The table below shows the contribution to 
the annual financing requirement made by treas- 
ury bills, marketable bonds and CsBs over the 
last five years. 

The marketable bond program included 


24 issues, the details of which are provided in 
Appendix table 5. Approximately 70 per cent of 
the dollar value of new issues was sold by auc- 
tion. The maturities of the new bonds were 
spread rather evenly over the short, medium and 
long term with the average term of the new 
issues at 9.2 years, compared to the previous 
year’s average of 8.0 years. However, the aver- 
age term of the marketable portion of the out- 
standing debt, consisting of treasury bills and 
marketable bonds, declined from 4 years, 5 
months to 4 years. This was attributable to the 
increase in the portion of the debt held in the 
form of treasury bills, which increased from 
36.4 per cent to 42.2 per cent. 

The amount of CSBs outstanding declined 
by an unprecedented amount to reach 
$42.5 billion by year-end. The reduction was 
mainly attributable to large net redemptions in 
the first half of the year together with relatively 
modest sales in the October 1989 campaign. The 
previous year’s campaign had generated large 
sales with the yield on CsBs set at 9% per cent. 
By February 1989 short-term interest rates had 
increased by approximately 100 basis points and 
the Minister of Finance announced an increase 
of one percentage point in the CsB rate for the 
four-month period beginning | March. Subse- 
quent to this announcement short-term rates con- 
tinued to rise, with the result that in the first half 
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of the year over $11.6 billion of CsBs were 
redeemed. In June, the Minister announced an 
extension of the 10% per cent rate for the four 
months ending 31 October. The 1989 issue of 
Canada Savings Bonds, which has a 12-year 
term to maturity, offered a rate of 10% per cent 
in the first year. Gross sales of the new issue 
amounted to $9.3 billion, compared to $15 bil- 
lion in the previous year and an average of 

$13 billion for the seven previous campaigns. 

The treasury bill program once again 
proved an extremely flexible financing vehicle. 
During February, when CsB redemptions were at 
their heaviest, treasury bills were issued in a 
gross amount of $22.1 billion and raised 
$5.8 billion in new money. Again, in June, when 
the government had not yet received parliamen- 
tary authority to borrow for terms in excess of 
six months, treasury bills raised $6.6 billion of 
new money. In other months of the year, when 
financing requirements were low, the stock of 
treasury bills outstanding was actually reduced. 
This ability to vary the size of the weekly auc- 
tions was a key part of the government’s efforts 
to hold the level of its deposit balances, on 
which it generally earns a relatively low rate of 
interest, at a level just sufficient to cover its daily 
requirements. To increase its flexibility further, 
the government made increased use of treasury 
bills with terms as short as 16 days to cover tem- 
porary low points in its balances or to reduce the 
size of the regular weekly auctions. In all, 25 of 
these short-term cash management bills were 
issued in 1989, raising $22.5 billion compared 
to about $13.8 billion in 1988 and $5.0 billion in 
1987. 

An important element in the govern- 
ment’s effort to manage its cash balances effi- 
ciently continued to be its auction of term 
deposits in which balances in excess of daily 
requirements are auctioned for specific terms to 
eligible bidders, i.e. to directly clearing mem- 
bers of the CPA. These auctions were initiated in 
1986, and during 1989 were typically held four 
or five times a week, ranging in size from 
$200 million to $1,950 million, and in term 
from one to ten days. 

A new element of government cash man- 
agement was added during the year. In addition 
to auctioning the balances in excess of the daily 
demand requirement, the government’s daily 
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demand deposit balances were opened to an auc- 
tion process. In this arrangement, direct clearers 
submit bids expressed in terms of an interest rate 
differential below the prime rate for the share of 
the daily demand balance that they wish to 
receive each day of the next reserve-averaging 
period. Under the previous arrangement, direct 
clearers had received a fixed share of these 
demand deposits based on their proportion of 
total Canadian dollar deposits and had paid a rate 
equal to the prime rate minus a fixed interest-rate 
differential. 

The domestic interest rate swap program, 
initiated in February 1988 by the Government of 
Canada, was continued in 1989. Under the swap 
agreements, the government receives interest 
payments at a fixed rate from the swap counter- 
parties, and these payments are applied to the 
interest cost on outstanding fixed-rate Govern- 
ment of Canada bonds. In exchange, the govern- 
ment makes floating-rate payments on equivalent 
principal amounts to the counterparties, based 
on three-month bankers’ acceptance rates. Dur- 
ing the year, $2,050 million of swaps were nego- 
tiated bringing the total amount outstanding to 
$3,000 million. These swaps, all with Canadian 
financial institutions, ranged in term from 
2 years, 8 months to 14 years, 10 months. If the 
average spread between three-month bankers’ 
acceptances and three-month treasury bills con- 
tinues to be just under 15 basis points, as has 
been generally the case over the past two years, 
the government’s effective floating-rate cost of 
funds on its swaps will translate into about 72 
basis points below the three-month treasury bill 
rate. 

Given the substantial increase in foreign 
exchange reserves that had occured in 1988, the 
government retired about U.S.$2 billion of its 
foreign currency debt in 1989, and no new for- 
eign currency issues were undertaken. 

Four Government of Canada issues, two 
denominated in Swiss francs and one each in 
German marks and U.S. dollars, as well as two 
U.S. dollar Canadair Limited issues, were paid 
off upon maturity, and a yen-denominated syndi- 
cated loan was called for early redemption. 
Details are provided in Appendix table 5. The 
government also repurchased in the market about 
U.S.$172 million of its unmatured foreign debt. 
This repurchase program, initiated in 1988, 
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involved three U.S. dollar issues maturing in 
July 1995, April 1998 and October 1998. In 
addition, the U.s.$253 million of the October 
1998 issue still outstanding after the completion 
of these market purchases was called for early 
redemption in October. 

Since 1986 the government has issued 
Canada Bills, which are short-term U.S. dollar 
notes issued in the U.S. money market. This 
program provides access to a relatively low-cost 
source of U.S. dollars. As the level of foreign 
currency reserves remained high during the year, 
this facility was not aggressively used; however, 
outstanding amounts were maintained at a level 
intended to keep access to this source of funds 
open for the future. Month-end balances ranged 
from a high of U.s.$1,053 million in August to 
U.S.$680 million at the year-end. 


The relatively high level of foreign cur- 
rency reserves and the presence of the Canada 
Bills program also allowed the government to 
reduce the size and the cost of its U.S. dollar 
standby credit facilities. These facilities, which 
provide quick access to U.S. dollar short-term 
credit, have not been used since 1986. The facil- 
ity with Canadian banks was reduced from 
U.S.$3 billion to U.s.$1 billion, while a similar 
facility with foreign banks was reduced from 
U.S.$4 billion to U.s.$2 billion. In early 1990 a 
renegotiation of the terms of both facilities low- 
ered the commitment fees and extended the 
maturity dates to 1995. As a result of the 
reduced size and lower commitment fees, the 
annual cost of the two facilities was reduced 
from U.S.$6.8 million to U.s.$1.5 million. 
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Foreign exchange operations 





During 1989 the Canadian dollar appre- 


ciated by about 3 per cent against the U.S. dollar 
and by just over 4 per cent on a trade-weighted 
basis against the G-10 currencies. Through the 
first half of the year, except for a brief period of 
weakness following the release of the federal 
budget in late April, it traded within a relatively 


Exchange rates 
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Canadian dollar against G-10 currencies (1981=100, daily) 


Canadian dollar in U.S. funds (spot closing rates, daily) 


1988 


1989 


1990 


Last date plotted 27 February 1990 


narrow range of 83.5—84.5 cents (U.s.). The 

Canadian dollar strengthened steadily through 
the second half of the year, however, touching 
86.52 cents (U.S.) in late December — the highest 
level since September 1980. By year-end it had 
eased slightly, closing at 86.32 cents (U.s.). In 
early 1990, the Canadian dollar declined sharply, 
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Changes in official reserves 
Millions of U.S. dollars, monthly 
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1. The U.S. dollar value of SDR-denominated assets (gold, the IMF position and SDRs) rises when the U.S. dollar 
depreciates in terms of SDRs and falls when the opposite occurs. 
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moving from above 86.50 cents (U.S.) in early 
January to trade in a range of 83-84 cents (U.S.) 
in late February. 

Foreign exchange market operations by 
the Bank of Canada, as agent for the Exchange 
Fund Account of the Minister of Finance, were 
directed towards promoting orderly conditions in 
the Canadian dollar exchange market. Against 
the background of a firming Canadian dollar, 
official purchases of foreign exchange in 1989 
(including U.S. dollars, Japanese yen and Ger- 
man marks) exceeded sales and led to increases 
in official reserves. The effect of these net pur- 
chases on the level of reserves was partially off- 
set by the repayments, described in the previous 
section, of foreign currency loans and bond 
issues totalling approximately U.S.$2 billion. 
Canada’s holdings of official international 


reserves, which were equivalent to 
U.S.$16,197.6 million at the end of 1988, 
increased to U.S.$16,795.8 million by the end 
of 1989. In January 1990, they declined by 
U.S.$1,145.2 million in response to sharp move- 
ments in the Canadian dollar exchange rate. 

On several occasions during 1989, the 
Bank of Canada participated along with the cen- 
tral banks of other G-7 countries in concerted 
intervention operations in foreign exchange 
markets to help moderate fluctuations in the 
exchange rate for the U.S. dollar against the 
major overseas currencies. However, because 
such intervention was undertaken in German 
marks and Japanese yen against U.S. dollars, the 
level of Canada’s international reserves was not 
affected by these operations. 
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Note issue, debt service and banking operations 





The Bank of Canada is responsible for 
the issue of bank notes and for the administration 
of the Government of Canada’s domestic debt. 
About one-half of the Bank’s staff is directly 
involved in these operations, which entail pro- 
cessing large volumes of material and data. 
Some three-quarters of the Bank’s total ex- 
penses, shown in the Statement of Revenue and 
Expense later in this Report, are estimated to be 
attributable to the purchase and issue of bank 
notes and the administration of debt by the Bank 
as fiscal agent for the government. 

The Bank also provides banking services 
to the government and operates deposit accounts 
for members of the Canadian Payments Associa- 
tion, foreign central banks and official interna- 
tional financial institutions. As well, the Bank is 
custodian of unclaimed chartered bank balances, 
which are transferred to the Bank after they have 
been inactive for ten years. 


Note issue 

Notes in circulation amounted to 
$22.1 billion at the end of 1989 and comprised 
almost 90 per cent of the Bank of Canada’s total 
liabilities, shown in the Statement of Assets and 
Liabilities. Notes are issued by the Bank to meet 
public demand for them and to replace worn 
notes taken out of circulation. Besides issuing 
new notes, the Bank reissues those used notes 
still fit for circulation that have been returned by 
financial institutions which find themselves with 
an excess supply. 

During 1989 the Bank introduced new 
$10 and $50 bank notes, the third and fourth 
denominations in the new series. The newly 
designed $10 note was put into circulation on 
27 June and the $50 note on 1 December. By the 
end of 1989, 90 million of the new $10 notes 
had been issued, equivalent to two-thirds of the 
total number of $10 notes outstanding, and over 


4 million of the new $50 notes were in 
circulation. 

All notes in the new series incorporate 
enhanced security features against counterfeit- 
ing. The new $50 note includes an additional 
deterrent, an optical security device (OSD) that 
changes colour from gold to green when tilted 
under light. The OsD is unique to Canadian bank 
notes, and its introduction was the culmination 
of an extensive research and development pro- 
gram undertaken by the Bank in collaboration 
with the National Research Council of Canada 
and several private sector companies. The OSD is 
expected to be applied to other notes of the new 
series when they are issued. 

The new series of notes also incorporates 
features to assist visually impaired and blind per- 
sons to distinguish among denominations. The 
numerals of the series have been enlarged to 
allow for easier identification. As well, the print 
on the face of the new notes can be read by an 
electronic device developed and manufactured in 
Canada under a program funded by the Bank. 
Using voice technology, these hand-held instru- 
ments read aloud the denomination of each bill 
in the new series, in the user’s choice of official 
language. Blind people can obtain a reader free 
of charge on permanent loan from the Canadian 
National Institute for the Blind. 

The Bank stopped issuing $1 notes on 
30 June 1989, two years after the introduction of 
the circulating $1 coin. At the same time, the 
Bank’s program to sell uncut sheets of 40 one- 
dollar notes, begun in December 1988, came to 
an end. Almost 115,000 sheets were sold. The 
number of $1 notes in circulation declined by 
over one-third during the second half of 1989, to 
195 million at year-end. As $1 notes became less 
available, demand for $2 notes increased, with 
the result that the number of $2 notes in circula- 
tion rose considerably faster in 1989 than in ear- 
lier years. 
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In recent years, the volume of bank notes 
processed by the Bank has increased much more 
rapidly than the growth of notes in circulation. 
The sharply rising turnover has been related to 
the increasingly widespread use of automated 
banking machines and a greater number of finan- 
cial institutions that deal directly with the Bank 
rather than through other institutions. In 1989, 
however, with the issue of the $1 note being 
halted, there was no growth in the number of 
notes in circulation or in the number of notes 
withdrawn by financial institutions from the 
Bank. The number of used notes returned to the 
Bank by financial institutions continued to rise, 
however, as $1 notes were returned for 
destruction. 


Bank notes 


Billions of notes 






Logarithmic scale 
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Debt service 

The volume of work involved in adminis- 
tering the government’s debt declined in 1989 
from its record level in the previous year. This 
was largely the result of a decrease in volumes 
related to Canada Savings Bonds (CsBs), which 
account for some 80 per cent of the total. This 
decrease reflected smaller sales of CsBs in 1989 
than in the previous year as well as a decline in 
the number of interest payments made. However, 
the number of redeemed certificates processed 
increased further, particularly in the first half of 
the year. 

In October 1989 the Bank announced 
newly designed certificates for Government of 
Canada treasury bills and marketable bonds. The 
new designs offer easier handling and additional 
security features. The first treasury bills in the 
new form were issued on 20 October 1989, and 
the first bonds on 4 January 1990. 

In March 1989 the Bank of Canada 
announced that it would be introducing a charge 
for the reissuance on a same-day basis of certifi- 
cates for outstanding Government of Canada 
marketable securities, in order to recover from 
users the direct costs of providing the service. A 
charge of $20 per transaction was introduced for 
government bonds on | September 1989. A sim- 
ilar charge for same-day treasury bill transac- 
tions will be introduced three months after 
treasury bills have been made eligible for clear- 
ing and settlement through the Canadian Deposi- 
tory for Securities Limited, or on | March 1991 
at the latest. 


The Canadian Depository for Securities 
As noted in the earlier section on mone- 
tary and financial developments, the Bank con- 
tinued its involvement during 1989 in the work 
of the Canadian Depository for Securities Lim- 
ited (CDS) to make the clearing and settlement of 
securities transactions in Canada more efficient. 
By summer, arrangements were sufficiently 
advanced to permit domestic marketable bond 
issues of the Government of Canada to be 
selected for inclusion on a pilot basis in CDs’s 
computerized clearing and settlement systems. 
The financial institutions which use 
CDS’s services began depositing their holdings of 
marketable government bonds with CDs early in 
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October. By the end of the year, nineteen issues 
had been declared eligible for inclusion in cDs’s 
book-based settlement systems, and about 70 per 
cent of the outstanding par value of these issues 
had been deposited with CDs. 


Unclaimed bank balances 

The Bank responded to some 10,300 
inquiries concerning unclaimed bank balances in 
1989, an increase of 15 per cent from the pre- 
vious year. The number of inquiries has more 


than tripled since 1983, when copies of the cen- 
tral records of all balances held by the Bank 
were placed in each Agency, where they can be 
reviewed free of charge. In 1989, the Bank 
searched more than 8,600 records and made pay- 
ments of $1.6 million in respect of 2,558 
accounts. At the end of 1989, the Bank held 
$98.4 million of unclaimed balances, which 
form part of ‘other deposits’ in the Statement of 
Assets and Liabilities. 
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Appendix table | 





Bank of Canada assets and liabilities 


Monthly changes, millions of dollars! 











Assets Liabilities 
Government Net Advances All other | Notes in Canadian dollar deposit liabilities 
of Canada foreign to CPA assets circulation Chartered Other Government Other 
securities at currency members (net) banks CPA of Canada 
book value _ assets members 

1989 

January — 485 — 1,929 7 

February 493 — 402 4) 

March — 958 1,053 54 

April 75 15 204 

May 284 Te ee es is) 

June 2,207 1-891 54 

July 1,108 ee I 250 

August — 1,598 129 = 549 

September —174 — 700 76 

October — 62 5150 01 

November =292 = 360) 160 

December — 200 2,180 i 

Annual 

change 478 408  —174 
1990 
January 424 2,31) 243 








1. Components may not add to totals because of rounding 


51 


Appendix table 2 





Chartered bank cash reserves and clearing balances of other 


directly clearing members of the Canadian Payments Association 


Millions of dollars unless otherwise indicated 


1989 
January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December 


1990 
January 


February 


‘Nn 
nN 


Chartered bank cash reserves 


Total 
minimum 
cash 


requirements 


5,472 


3,093 


5,345 


35310 


5,228 


5,290 


+3) 


5,434 


5,363 


5,368 


5,431 


5,454 


5,450 


5,611 


Average 
holdings 
of statutory 
coin and 
Bank of 


Canada notes 


3,040 


4,271 


3,549 


3,386 


3,405 


3,341 


3,620 


3,798 


Sart t 


o5/83 


3,768 


3,742 


3,752 


4,462 


Required 

minimum 
Bank 

of Canada 
deposits 


1,761 


Peas 


1,796 


1,99] 


1,823 


1,948 


La 


1,636 


1,593 


1,584 


1,663 


Lt 


1,699 


1,149 


Average 
holdings 
of Bank 
of Canada 
deposits 


1,849 
1,798 


1,426 
1,407 


1,824 
1,830 


2,061 
2,076 


1,853 
1,852 


2,004 
2,044 


1,785 
1,763 


1,663 
[3/39 


1,641 
1,682 


1,655 
1,696 


1,756 
1,693 


1,828 
1,804 


L753 
as 


1,214 
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Clearing balances of other 
directly clearing members of the 
Canadian Payments Association 


Sum of Cumulative Average excess Average holdings Number of 
reservable excess reserves reserve ratios of Bank of clearing 
day weights at end Canada deposits days in 
in period of period month 
13 1,135 .064 129 3] 
16 581 027 
1 1,547 sO 75 118 90 
13 1,098 .061 
15 413 021 139 ” 
18 608 025 
14 edie) 052 134 70 
14 1,196 .063 
15 444 022 
127 Ze 
16 465 022 
8 
15 38 042 120 79 
18 L726 .072 
2 t 
13 920 053 139 0 
ee ip .036 
15 399 .020 148 33 
16 1,636 .076 
J 
iy 819 036 17 20 
14 1,256 .067 
14 987 O52 95 7 
16 1,785 .083 
15 1,397 .068 100 7 
1S 450 O22 
17 1,976 085 123 19 
5 1,390 .068 
14 DI .039 93 7 
16 529 024 
15 981 047 
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Bank of Canada net transactions in Government of Canada securities 
Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 


Outright transactions Transactions under' 

Treasury Bonds PRA SPRA SRA 

bills 
1989 
January — 185.0 - - - ~ 
February — 65.0 _ _ + 1,075.0 - 
March — 659.0 - + 328.5 = Fond) - 
April — 170.0 - — 148.9 — FIG - 
May aed ie EA, - + 149.4 - ~ 
June - - + 58.7 = = 
July = 135.0 ~ sew A Re + 409.3 - 
August ~ ~ — 507.0 — 409.3 - 
September - - es Oe +31X0 ~ 
October - - 550.3 = nO - 
November - ~ — 450.0 - - 
December ~ . Se = a = 
Total ee PIES, oe = = = 
1990 
January — 1,070.0 — + 368.0 - = 


|. PRA denotes Purchase and Resale Agreements; SPRA denotes ‘‘Special’’ Purchase and Resale Agreements; SRA 
denotes Sale and Repurchase Agreements 
2. Including PRA, SPRA and SRA transactions 
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Net change in holdings 


Net transactions with government and other client accounts of Government of Canada securities? 


Purchases (+) 
of new issues 
less matured 


Net purchases from (+) Bills Bonds Total 
or net sales to (—) 
government accounts 


holdings and client accounts 
Bills Bonds __ Bills. ~=~—~—~—-Bonds_—~ 
+ 885.2 + 10.0 = 225.0 — 524.8 + 10.0 = 14:5 
+ 230.0 =e DT Tal + 492.8 + 54.3 + 547.1 
+ 818.7 — 13.6 — 630.0 — 830.1 =141.3 — 971.4 
1928.7 me Ne — 716.4 - 210:2 = 151.9 + 64.3 
+ 1.9/6.6 - — 286.1 - +3269 ~ +5202 
+ 3,100.6 = O9er aoe - 20D —Sse Be Shah 
oat eee Foe — 143.8 — 403.5 - se eed | ae | + 1,079.0 
+ 134.2 oi =) 99.8 - — 1,498.7 — 174.5 =i 6/52 
+-279.9 #4350 — 849.1 - — 169.0 sees, mis 
+ 587.5 = 105:2 — 574.8 ~ + 49.7 = 106.9 poate gee 
+ 1,124.8 — 74.2 —914.2 - = 220.0 — 87.0 =—313:6 
+332. 1 + 42.2 = 1,052.0 ae =219:9 wi Paes en MES; 
al 2,7 5150 = 659.9 — 8,824.5 MPa. le Wes HDs +:525.0;, 
+ 2,002.1 + 10.0 — 896.0 - + 404.1 + 10.0 + 414.1 
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Bank of Canada advances to members of the 
Canadian Payments Association; PRA and SRA outstanding 





Millions of dollars unless otherwise indicated 


Advances to directly clearing 


Advances to chartered banks non-bank members of the CPA 
Number Average Number Average 
of days amount of days amount 
outstanding outstanding! outstanding outstanding? 
1989 
January 1-15 9 187.5 
16-31 iz 17333 ie — 
February 1-15 11 201.0 
16-28 9 164.0 i eB 
March 1-15 11 L732 
16-31 154.2 sh es 
April 1-15 10 162.1 
16-30 10 168.0 i a 
May 1-15 11 144.7 
16-31 ed 165.8 : eh 
June 1-15 1] 134.4 
16-30 11 145.1 . oe 
July 1-15 9 168.1 
16-311 169.8 a eS 
August 1-15 11 164.9 
16-31 12 150.2 . oe 
September 1-15 10 124.2 
16-30 10 101.5 : ee 
October 1-15 9 108.5 
16-31 12 140.0 u Sas 
November 1-15 10 127.4 
16-30 11 100.8 2 ne 
December 1-15 11 76.5 
16-31 8 O5.3 ia 18 
1990 
January 1-15 10 126.2 
16-31 12 128.6 i es 
February 1-15 11 180.4 





1. Average based on the number of reservable days in the averaging period 
2. Average based on the number of clearing days in the month 
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Purchase and Resale Agreements Sale and Repurchase Agreements 
Regular PRA Special PRA 
Number Average Number Average Number Average 
of days amount of days amount of days amount 
outstanding outstanding! outstanding outstanding! outstanding outstanding! 
- - 3 69.1 = - 
| Sy - - ] 6.3 
3 29,3 ~ ~ 1 25.0 
- ~ 1 119.4 ~ ~ 
- ~ 3 79.0 - - 
3 67.8 3 114.4 1 6.8 
2 30.7 3 133.9 ~ - 
2 18.4 - ~ - - 
s Fisve| | 12.8 ~ — 
10 337.8 ] 38.2 _ - 
10 470.2 Z Bee) ~ - 
7 159.8 1 16.4 1 4.5 
8 412.5 ~ = ~ - 
10 332.) Z $7.7 - - 
7 205.2 2 75.9 - - 
7 114.3 4 115.0 ~ - 
6 162.0 ] 33.0 - - 
3 37.6 A ee - = 
3 34.0 1 62.0 - _ 
5 121.8 - _ _ cE 
5 76.6 1 34.1 ] eB) 
| IZ) - - _ = 
8 [2541 - - = = 
2 17.8 1 74.5 - - 
97> ] Lis ~ - 
2 369.6 Z 94.2 _ ~ 
3 20.3 | » Spy 4 56.4 
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Government of Canada marketable securities: 
New issues and retirements 


Date in Issues offered/ Term to Yield to Millions of dollars par value 
1989 retired maturity maturity Amount Amount 
% delivered retired 

Issues payable in Canadian dollars 

5 Jan. 10%% 1 February 1994 5 yrs. 27 days 10.28 650 

26 Jan. 104% 1 December 1998 9 yrs. 10 mos. 6 days 10.31 600 

9 Feb. 10’%4% 1 February 1994 4 yrs. 11 mos. 20 days 10.06 650 

LS Peo. 674% 15 February 1989 150 
11% 15 February 1989 200 
914% 15 June 1994 = ty 
10% 1 October 1995 [! 
91%4% 15 May 1997 48! 
9% 15 October 1999 29! 
9¥4% 15 December 2000 22! 
9'4% 1 October 2001 65! 
8% 1 February 2002 12! 
9'4% 1 October 2003 36! 

23 Feb. 10% 1 June 2008 19 yrs. 3 mos. 6 days 9.91 450 

5 Mar. 8% 5 March 1989 600 
11% 5 March 1991 2 yrs. iG a es 700 

15 Mar. 12'2% 15 March 1989 af: 
1034% 1 May 1993 4 yrs. | mo. 17 days 11.06 is 
1034% 15 December 1995 6 yrs. 9 mos. 10.82 150 
10%4% 15 March 1998 9 yrs. 10.66 625 
10%% 15 March 2014 25 yrs. 10.39 350 

1,200 

30 Mar. 10'%% 15 March 2014 24 yrs. 11 mos. l6days = 10.32 500 

13 Apr. 10°4% 15 March 1998 8 yrs. 11 mos. 2 days 10.77 650 

1S Apr. 9%4% 15 April 1989 20s 

1 June 13%% 1 June 1989 aS 
10% 1 June 2008 19 yrs. 9:79 325 

6 June 9% 6 June 1989 550 
10'4% 6 June 1991 DAViS 10.54 550 

1 July 8'4% 1 July 1989 a) ge 
13'4% 1 July 1989 150 
9%% 1 October 1994 5 yrs. 3 mos. 9.68 175 
914% 1 October 1998 9 yrs. 3 mos. pel 700 
914% 1 June 2010 20 yrs. 11 mos. 9.50 450 

1,325 

27 July 914% 1 May 1996 6 yrs. 9 mos. 5 days 9.36 650 

| Aug. 13%4% 1 August 1989 442 
9%% 1 October 1994 5 yrs. 2 mos. 9.44 750 

10 Aug 9'4% 1 June 2010 20 yrs. 9 mos. 22 days 9.42 550 

24 Aug 9%% 15 December 1994 5 yrs. 3 mos. 22 days 9.29 750 

31 Aug 914% 1 May 1996 6 yrs. 8 mos. | day 9.5] 650 





Date in 
1989 


Issues offered/ 
retired 


Issues payable in Canadian dollars 


6 Sept. 


21 Sept. 


it: 


19 Oct. 
1 Nov. 


16 Nov. 


6 Dec. 


15. Dec: 


94% 6 September 1989 
10'4% 6 September 1991 


94%4% 1 December 1999 


10% 1 October 1989 
10'‘4% 1 October 1989 
91%4% 1 July 1992 

9'4% 15 December 1994 
9'4% 1 December 1999 
9'4% 1 June 2010 


9'4% 1 September 1993 


1034% 1 November 1989 
1244% 1 November 1989 
944% 15 December 1994 


914% 1 December 1999 


914% 6 December 1989 
10'4% 6 December 1991 


11%4% 15 December 1989 
914% | September 1993 
10% 1 March 1995 

914% 1 December 1999 
9'4% 1 June 2010 


Term to 
maturity 


ZY¥tS. 
10 yrs. 2 mos. 10 days 


2 yrs. 9 mos. 

5 yrs. 2 mos. 14 days 
10 yrs. 2 mos. 

20 yrs. 8 mos. 


3 yrs. 10 mos. 13 days 


5 yrs. | mo. 14 days 
10 yrs. 15 days 


ZVES: 


3 yrs. 8 mos. 17 days 
5 yrs. 2 mos. 17 days 
9 yrs. Il mos. 17 days 
20 yrs. 5 mos. 17 days 


Total bonds payable in Canadian dollars 


Total treasury bills 


Issues payable in foreign currencies 


15 Feb. 


15 Feb. 


15 Feb: 


20 Mar. 


24 Apr. 


U.S. $150 million 
10'’2% bonds due 
15 July 1995 


U.S. $42 million 
8¥s8% bonds due 
1 April 1998 


U.S. $66 million 
944% bonds due 
15 October 1998 


SFr. 252 million 
358% notes due 
20 March 1989 


U.S. $67 million 
10'’s% bonds due 
1S July 1995 


Yield to 
maturity Amount 
% delivered 

10.35 800 
9.45 750 
sd 100 
9.58 125 
9.46 850 
9.44 425 
1,500 

10.11 750 
9.62 750 
9.40 750 
10.61 900 
10.22 125 
o97 450 
9.66 475 
9.46 450 
1,500 

18,850 

297,050 


Appendix table 5 


Millions of dollars par value 


Amount 
retired? 


550 


450 
775 


350 
325 


500 


1,075 


8,943 
271,600 


177! 


50! 


78! 


186 


80! 


(Continued) 


Appendix table 5 





Government of Canada marketable securities: 


New issues and retirements 


Date in 
1989 


Issues offered/ Term to 
retired maturity 


Issues payable in foreign currencies - 


24 Apr. 


24 Apr. 


26 Apr. 


30 Apr. 


3 May 


15 July 


1S ct: 


15 Nov. 


27 Nov. 


wWwan— 


U.S. $9 million 
8¥s% bonds due 
1 April 1998 


U.S. $7 million 
914% bonds due 
15 October 1998 


U.S. $6 million 
8'4% notes due 
26 April 1989 


DM 200 million 
8'4% notes due 
30 April 1989 


SFr. 300 million 
5¥s% loan due 
3 May 1989 


U.S. $450 million 
9'%% bonds due 
15 July 1989 


U.S. $277 million 
9'4% bonds due 
15 October 1998 


U.S. $175 million 
12'2% notes due 
1S November 1989 


Yen 80 billion 
7% \oan due 
27 November 1993 


Total notes and bonds payable in foreign currencies 
Total Canada Bills 





Cancellation of bonds purchased in the open market 
Foreign currency values converted to Canadian dollars at the noon rate on the retirement date 
Bonds originally issued by Canadair Limited on 26 April 1982 and assumed by the Government of Canada on 


12 February 1986 
4. Consisting of U.S. $24 million purchased in the open market and the outstanding balance of U.S. $253 million (of an 
original U.S. $350 million issued on 15 October 1978) called for redemption 
5. Bonds originally issued by Canadair Limited on 15 November 1982 and assumed by the Government of Canada on 
7 November 1985 
6. Outstanding balance of yen 80 billion, issued on 27 November 1985, called for redemption at a premium of 0.5 per 


cent 


Yield to Millions of dollars par value 


maturity Amount Amount 
% delivered retired? 


Lt 


126 
211 
536 
3264 
205° 


652° 


- 2,653 
5,638 6,002’ 


7. Canada Bills are notes denominated in U.S. dollars issued for terms not exceeding 270 days 
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FINANCIAL STATEMENTS 


AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


COOPERS & LYBRAND PEAT MARWICK 


AUDITORS' REPORT 


We have examined the statement of assets and liabilities of the Bank of Canada as at December 
31, 1989 and the statement of revenue and expense for the year then ended. Our examination 
was made in accordance with generally accepted auditing standards, and accordingly included 
such tests and other procedures as we considered necessary in the circumstances. 


In our opinion, these financial statements present fairly the financial position of the Bank as at 
December 31, 1989 and the results of its operations for the year then ended in accordance with 
the accompanying summary of significant accounting policies, applied on a basis consistent with 
that of the preceding year. 


eh ae (eal Musil 


Chartered Accountants 
Ottawa, Canada 
February 6, 1990 
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Bank of Canada Statement of revenue and expense 


Financial statements 





Year ended 31 December 1989 


(with comparative figures for 1988) 


REVENUE 


Revenue from investments and other sources, 
net of interest paid on deposits of $42.8 
Pee) Lis) han Ares Me Rs alk ed ee a 


EXPENSE 


Syd eV gross See A oe eee ees at Pe 
Contributions to pension and insurance funds? 
HIME R ESI EO XNCTISES Hae sieeve. he tote as 
PE CUOLSMRCES Cane. y ora Lo) Shee Us 
PUGS STees ANGER PCTISCS . toe os. oss 
Taxes — municipal and business ............ 
BATiheNOlerCOsS. ory MN EES. xs hes sd 
Data processing and computer costs ........ 
Premises maintenance — net of rental income‘ 
Printing Of publications: o.c46 oc. os canes oo ek 
Other printing and stationery .............. 
POSTAGE AIL OXOIESS 08 oar acts shsc cua eta eae 
LC COMMUNICHUONS —. s.1.0 hinges ake ee 


Depreciation on buildings and equipment... . 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ..... 


1989 
Millions 


Sp eG Cee SPL OMS eer » hard oe | 


OR eee eee eee te ee 40.0 


BE OE Se co CORES ar eee eT eee 19.7 


1988 
of dollars 


$2, 109.7 


$ 67.6 


3551 


19.6 


$1,937.7 


1. Salaries include overtime and are for Bank staff other than those engaged in premises maintenance. The number of 
employee years worked by such staff (including temporary, part-time and overtime work) was 2,255 in 1989 compared 


with 2,234 in 1988. 


2. Contributions to pension and insurance funds for Bank staff other than those engaged in premises maintenance. 
3. Other staff expenses include retirement allowances and educational training costs. 
4. Premises maintenance comprises building and equipment maintenance expenses including related staff costs. 


(See accompanying notes to the financial statements) 
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Bank of Canada _ Statement of assets and liabilities 


As at 31 December 1989 
(with comparative figures for 1988) 


ASSETS 


Deposits payable in foreign currencies: 


WESSA si Olas pratense RES PG een Seca ee ee 
CHENG CUPPETICNES sok pees otek cS Fax cae ee ee ee 


Advances to members of the Canadian Payments Association (notes 2 and 8) 


Investments — at amortized values (note 3): 


PEASULY. DIES OF Canada. cnc aac oki Sn. ae BOR eee See eto 


Other securities issued or guaranteed by 


CANAda MAtIrinoowithnTanree® VCArS. carcmve.s\. sveint emtan Cerennin eee 


Other securities issued or guaranteed by 


Canada not.maturing within three: yeas... s2 oss acoesa ba. awe eres eae 
DINE Investments osama... ee omer ee sie ae oes He Pe ee os 


Bank premises: (note 4) | eG es oc he BS ee Ce eae oe eS 


Accrued interest on:investments.)o: c< esos ce os ee oe es oe ee ee 
CEE R ASSEES Fe oe RE nar Me ere Ec ns AO Meche aie 


1989 


Millions of dollars 


$ 352.4 


17.5 


369.9 
311.6 


10,815.7 


3,424.6 


6,584.8 


2,764.8 


23,589.9 
138.4 
293.8 


76.0 
$24,779.6 


(See accompanying notes to the financial statements) 
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1988 


$ 369.1 


263.0 


632.1 
485.3 


9,685.0 


3,051.4 


7,609.8 


pape Hike) 


22,704.1 
139.8 
320.8 


37.0 
$24,319.1 
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ener nnn nner eeerreeeee reece SSS SSS SSS SSS SSS SSS 





LIABILITIES 1989 1988 
Millions of dollars 


SOOITE IRN OAL IANS AONE Vie vs lh Sta nk ne ea dS das Rey eck a $ 5.0 $ 5.0 
Peri OLE bane. sd B Sieh See eae a cae eel Th fot evapo eeusieeg Fas 25.0 25.0 
INGLES Si CArCULARIONN. Th fe, hceleon eee, at A SRE IOI tse fe Raed ae, 22,092.6 21,032.4 
Deposits: 

PROT ITEC TIC TUNES: ANU He ae Pitre eee tan 6 os glinlgn conapea tise wid nad 20.7 14.2 

RT EIN Sette ee ce ee a ore eT Gin se A ate Gh adic oy ais 1,786.6 ran eR 

Other members of the Canadian 

RIN RS eaBL DN SUC EMEBEMNG 3 yh ras Cae Sacco eas) RIS oP nee be 229.7 259.7 
PNGB EG DOS Geant mine) hues 2hltn leet 24d oA ia eerie ime dts Mout 397.3 307.5 
2,434.3 2,758.5 

Liabilities payable in foreign currencies: 

OW TINCT) Ss AID pla ie Beees . eeraas SOARS eae arndic Seon eo ee 209.0 472.9 
Bank of Canada cheques outstanding ................. 00... 00.0 ee eee eee 7.6 18.8 
DCT ICR et PAG ae Ae, AAS AGS Eins po eee CE MAS Oe ED ___— 6.1 Oe 

$24,779.6 $24,319.1 


Governor, J. W. CROW Chief Accountant, J.-P. AUBRY 
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Bank of Canada_ Notes to the financial statements 
31 December 1989 





IF 


Significant accounting policies 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada 


Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


Ze 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank 
ordered to be wound up where interest is recorded as received. 

b) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at a cost 
adjusted for amortization of purchase discounts and premiums. The amortization as well as gains and losses 
on disposition are included in revenue. 


c) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 


d) Bank premises 


Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated deprecia- 
tion. Depreciation is calculated on the declining balance method using the following annual rates: 


Buildings 5% 
Computer equipment 35% 
Other equipment 20% 


A full year of depreciation is charged against assets in the year of acquisition, except for Projects in progress 
which are depreciated from the point of substantial completion. No depreciation is taken on assets in the year 
of disposal. 

e) Pension plan 
The Bank’s contributions to the Pension Fund are recorded as expenses at the time they are made. Actuarial 
surpluses or deficiencies, if any, are amortized over periods not exceeding those provided for by the Pension 
Benefits Standards Act, 1985, and the regular contributions are adjusted accordingly. 

f) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contractual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 


Advances to members of the Canadian Payments Association 
Advances include a total of $46.4 million ($143.0 million in 1988) provided to the Canadian Commercial Bank and the 


Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it 
is the opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 


3, 


Investments 
Investments may include securities of the Government of Canada held under Purchase and Resale Agreements (PRA). 


As at 31 December 1989 and 1988 there were no securities held under PRA. 


Financial statements 
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4. Bank premises 


1989 1988 
Millions of dollars 
Accumulated 
Cost depreciation Net Net 
Land and buildings $171.9 $ 69.2 $102.7 $107.4 
Computer equipment tg is PP | 5.4 6.9 
Other equipment 56.5 RF 9. 24.3 16.3 
255.9 1235 132.4 130.6 
Projects in progress 6.0 - 6.0 92 
$261.9 $123.5 $138.4 $139.8 


5. Capital 


The authorized capital of the Bank is $5.0 million divided into 100.000 shares of the par value of $50 each. The shares 
are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is holding 
them on behalf of Canada. 


‘6. Rest fund 


The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accord- 
ance with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of 
$25.0 million in 1955. Subsequently, all net revenues have been paid to the Receiver General for Canada. 


7. Contingent liability 


During 1989 the Bank of Canada, along with central banks of other industrial countries, participated in short-term 
bridging arrangements to the Banco de Mexico and the Narodowy Bank Polski through the Bank for International Settle- 
ments. As at 31 December 1989, the Bank of Canada’s contingent liability on the principal amounts outstanding under the 
arrangements with the Banco de Mexico and the Narodowy Bank Polski were U.S. $33.4 million (Can. $38.7 million at the 
31 December 1989 closing exchange rate) and U.S. $8.6 million (Can. $10.0 million at 31 December 1989 closing exchange 
rate), respectively. 


8. Legal matters 


The Bank of Canada’s security for advances to the Canadian Commercial Bank and the Northland Bank includes the 
loan portfolios of those institutions. In the case of the Canadian Commercial Bank, submissions have been presented to 
the court to determine whether the interest received from the portfolio forms part of the Bank’s security. In the unlikely 
event that there were a final legal determination that all the interest is not included in the security it could result in some 
adjustment relating to amounts which have been recorded in income. 
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BOARD OF DIRECTORS 


John W. Crow Governor 
Member of the Executive Committee 


Gordon G. Thiessen Senior Deputy Governor 
Member of the Executive Committee 


Jalynn H. Bennett TORONTO, ONTARIO 

Brian R. Heidecker CORONATION, ALBERTA 

Frederick E. Hyndman CHARLOTTETOWN, PRINCE EDWARD ISLAND 
Member of the Executive Committee 

Harold W. Lane, Q.C. SASKATOON, SASKATCHEWAN 

Leslie M. Little, Q.C. VANCOUVER, BRITISH COLUMBIA 
Member of the Executive Committee 

James A. MacMurray SAINT JOHN, NEW BRUNSWICK 

Nancy Orr-Gaucher WESTMOUNT, QUEBEC 

Susan H. Patten ST. JOHN’S, NEWFOUNDLAND 

Ernest G. Penner STEINBACH, MANITOBA 

John F. Robinson LONDON, ONTARIO 


Member of the Executive Committee 


Guylaine Saucier MONTREAL, QUEBEC 
Member of the Executive Committee 


Ex-officio 


Frederick W. Gorbet Deputy Minister of Finance 
Member of the Executive Committee 
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SENIOR OFFICERS 





John W. Crow, Governor 
Gordon G. Thiessen, Senior Deputy Governor 


J. N. Ross Wilson, Deputy Governor 

Charles Freedman, Deputy Governor' 

W. Albert McKay, Director of Administration 

Frank Faure, Adviser 

Alvin C. Lamb, Adviser 

Louise Vaillancourt-Chatillon, Adviser and 
Secretary 


Associate Advisers 
John S. Roberts? 


Jacques Clément, Chief, Securities, Montreal Div. 


Donald R. Stephenson 


Securities Department 
Vaughn O’Regan, Chief 
L. Theodore Requard, Deputy Chief 
Ian D. Clunie, Chief, Market Analysis 

and Open Market Operations 
James F. Dingle, Securities Adviser* 
Patrick E. Demerse, Securities Adviser 
Kevin J. Clinton, Securities Adviser 
Stephen L. Harris, Securities Adviser 
Donald R. Cameron, Chief, Toronto Division 


Research Department 
David E. Rose, Chief 
John G. Selody, Deputy Chief 


Department of Monetary and Financial Analysis 
Pierre Duguay, Chief 

R. Bruce Montador, Deputy Chief 

David J. Longworth, Research Adviser 

Clyde A. Goodlet, Research Adviser 


International Department 
John D. Murray, Chief 
Stephen S. Poloz, Deputy Chief 


Nicholas Close, Senior Foreign Exchange Adviser, 


Toronto 
Brian O’Reilly, Research Adviser 


Bernard Bonin, Deputy Governor 
William R. White, Deputy Governor 
Serge Vachon, Adviser? 

Tim E. Noél, Adviser 

W. Paul Jenkins, Adviser 

John E. H. Conder, Adviser 

tsee below 


Department of Banking Operations 
Donald G. M. Bennett, Chief 

Roy L. Flett, Special Adviser 
William R. Melbourn, Deputy Chief 
Gordon B. May, Deputy Chief 

C. Ross Tousaw, Agent, Toronto 
Alexander G. Keith, Agent, Calgary 


Public Debt Department 
George M. Pike, Chief 
Bonnie J. Schwab, Deputy Chief 


Secretary’s Department 

Louise Vaillancourt-Chatillon, Secretary 

Guy Thériault, Deputy Secretary 

DEBT SYSTEMS 

James M. McCormack, Program Co-ordinator 


Automation Services Department 
Daniel W. MacDonald, Chief 


Personnel Department 

Vivian L. Bethell, Chief 

Claude J.-B. Montambault, Deputy Chief 
Paul E. Cloutier, Senior Personnel Adviser 


Department of Premises Management 
Colin J. Stephenson, Chief 
Kenneth W. Kaine, Deputy Chief 


Comptroller’s Department 
Jean-Pierre Aubry, Comptroller and Chief Accountant 
Frank J. Mahoney, Deputy Comptroller 


Audit Department 
Janet Cosier, Auditor 
Peter W. Koppe, Deputy Auditor 


hwWN— 


. On leave of absence as the Clifford Clark Visiting Economist in the Department of Finance 
. Also Chairman of the Board of Directors of the Canadian Payments Association 

. On leave of absence as Interim General Manager of the Canadian Payments Association 

. Also Alternate Chairman of the Board of Directors of the Canadian Payments Association 


+ Jacques A. Bussiéres, Adviser to the Governor, is on a leave of absence, serving as Governor of the Bank of Zambia. 
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REGIONAL REPRESENTATIVES AND AGENCIES 





Securities Department 


Montreal 


Jacques Clément, Chief, Montreal Division 


Vancouver 
Louis-Robert Lafleur, Representative 


International Department 


Montreal 


Gautam Hooja, Foreign Exchange Adviser 


Department of Banking Operations 


Halifax 

Robert E. Burgess, Agent 

Saint John 

Kenneth T. McGill, Agent 

Montreal 

J. G. Michel Sabourin, Agent 

J. R. M. Serge Poirier, Assistant Agent, 

Operations 

David J. McDougall, Assistant Agent, 
Planning 

Ottawa 

Robert Dupont, Agent 


Toronto 
Donald R. Cameron, Chief, Toronto Division 


Toronto 
Nicholas Close, 
Senior Foreign Exchange Adviser 


Toronto 
C. Ross Tousaw, Agent 
and Banking Operations Adviser 
William H. Watson, Deputy Agent 
Dale M. Fleck, Manager, Bond Processing, 
Client and Banking Services 
Harry S. Hooper, Manager — Cash Processing 
Winnipeg 
Alan H. Potter, Agent 
Regina 
Graham L. Page, Agent 
Calgary 
Alexander G. Keith, Agent 
and Regional Financial Representative 
Claude P. Desautels, Deputy Agent 
Vancouver 
William G. Percival, Agent 
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The past year has been difficult and chal- 
lenging for the Canadian economy. It was a year 
of economic readjustment, with the pace of 
activity slowing markedly, following three years 
in which spending in the economy had remained 
at unsustainable levels and inflationary pressures 
had intensified. As inflation became more 
entrenched and inflationary expectations gath- 
ered momentum, the economic distortions asso- 
ciated with inflation accumulated. Because of 
this, the slowdown has been more pronounced, 
and in a recessionary situation the adjustments 
required by firms and individuals have been gen- 
erally demanding and often painful. International 
developments, particularly the need to absorb a 
rise in the price of oil resulting from the events 
in the Persian Gulf, have added a further compli- 
cation to our economic situation. And more 
recently, the onset of war in the Middle East 
contributed another element of uncertainty to the 
world economy. 

In such times of stress, economic policies 
come under especially intense scrutiny — not 
only the particular actions that are taken but also 
the basis for them. This is certainly true for 
monetary policy. Accordingly, I want to begin 
these remarks with some general comments on 
monetary policy before returning to look more 
directly at economic and monetary policy 
developments. 


The responsibilities and scope of 
monetary policy 

The frequency and range of commentary 
and advice on monetary policy in Canada over 
the past year have been impressive. Nonetheless, 
it still seems that some further explanation of the 
basic nature of monetary policy, and therefore of 
what it can realistically be expected to accom- 
plish, would be a constructive addition to the 
debate. 


The fact that we live in a monetary econ- 
omy is so readily taken for granted that the cen- 
tral importance of this can easily be overlooked. 
Therefore, it is worth underlining that money has 
an absolutely essential function in our economy. 
It is the medium that links buyers and sellers, 
savers and investors, lenders and borrowers in all 
markets in all parts of the country. If our nation’s 
economy is to work well, the money that its citi- 
zens use needs to be one that retains their confi- 
dence. Only a money that holds its value will 
retain confidence. It follows that the underlying 
basis of monetary policy should be to preserve 
the value of money and to avoid actions that 
would damage it. 

This is why the Bank of Canada has 
emphasized the importance of directing mone- 
tary policy at achieving price stability and not at 
producing inflation. Simply put, with a trust- 
worthy money our economy will work better. 
The next section of this report reviews in greater 
detail the costs that inflation imposes on 
Canadians. 

This emphasis on the importance of a 
monetary policy anchored in price stability is not 
to suggest that monetary policy is a cure-all — an 
absolute solution to whatever economic difficul- 
ties Canada may encounter — or that other poli- 
cies are not important. What this emphasis is 
meant to convey is that the ability of monetary 
policy to contribute to good economic perform- 
ance, year in, year out, stems above all from its 
capacity to contribute to confidence in the 
nation’s money. 

Let me also emphasize that this under- 
standing of what monetary policy can deliver is 
not a matter of opinion. The sole policy lever 
available to the Bank of Canada to influence 
financial and economic developments is its abil- 
ity to control the supply in the economy of ulti- 
mate liquidity, the final means of payment. This 
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is why monetary policy is by its very nature 
about the supply of money and the management 
of monetary expansion. And this is why the 
responsibility for ensuring that the value of the 
nation’s money is protected so that it can fully 
play its essential role in economic society is at 
the heart of what the central bank can do. 

One reason why the Bank of Canada has 
always been at pains to underline this point is 
because it is well aware that this understanding 
stands in sharp contrast to a popular view of 
what monetary policy is about. In this popular 
view, the role of monetary policy is to set or 
move around the level of interest rates or the 
level of the exchange rate, or even both. 

Certainly, the techniques used by the 
Bank of Canada to implement monetary policy 
will have a short-run impact on money markets 
and, by extension, on exchange markets. But 
these impacts, important as they are for the 
transmission of monetary policy to the economy, 
are not the foundation of monetary policy. The 
lasting effect that monetary policy can have on 
interest rates and the exchange rate comes about 
through the influence the Bank exerts over the 
supply of money and the resulting effect on con- 
fidence in the value of money. Confidence is the 
essential element that the Bank of Canada can 
provide to lenders and borrowers when they 
make judgments on interest rates and on the 
exchange rate. It influences what they think 
money lent or borrowed now is likely to be 
worth in the future and what value they can see 
in the Canadian dollar as opposed to some other 
currency. 

Evidently, it is these broad market judg- 
ments that are central to determining the levels 
of interest rates and the exchange rate. But 
equally evidently, the Bank of Canada cannot tell 
lenders and borrowers what judgments to make 
and when to make them, any more than it can 
answer for any of the other, non-monetary 
considerations that may go into making such 
judgments. That is why the popular view as to 
the Bank’s rate-setting powers, focussing on 
short-run technique rather than on consistency 
and confidence, is off-track. The foundation that 
the Bank can and should put under those market 
judgments is the assurance that Canadian mone- 
tary policy will not be inflationary. 

My final comment before turning to 


recent developments is that monetary confidence 
is a contribution to a healthy economy that is 
built up gradually and carefully. Price stability 

is not a goal that can be achieved overnight. It 
requires from monetary policy patience and stead- 
iness of purpose. Thus, widening confidence 
that inflationary impulses, from whatever 
source, will not be allowed to generate an infla- 
tionary spiral is an important step towards a non- 
inflationary environment and one that promises 
to be a solid achievement in the coming year. 


The international economic and financial 
environment 

International developments are reviewed 
extensively in another part of this report. My 
comments here are limited to those aspects that 
have had a particularly direct bearing on 
Canada’s economy and finances. 

On the broad economic front, one feature 
of the current international scene that stands out, 
certainly compared to the period of economic 
recession in 1981-82, is the unusually wide dis- 
persion in the pace of economic activity among 
the major industrial nations. While the United 
States, the United Kingdom and Canada are in a 
period of recession, a number of countries in the 
rest of the industrial world, led by Germany and 
Japan, have been recording strong demand and 
output. In both these latter countries, domestic 
spending has been particularly buoyant while 
inflation, though showing a tendency to pick up, 
has been comparatively low. 

This sustained vigour of demand outside 
North America will of course help to limit the 
downside risk for countries such as ours, where 
economic conditions are presently weak. How- 
ever, there is another side to this coin. The very 
strength of domestic demand in Germany and 
Japan, particularly in Germany with the pres- 
sures of rapid unification, has led to a squeeze 
on the savings available to others. These two 
countries’ surpluses of capital funds for overseas 
investment are down and their interest rates are 
up. At the same time, no upsurge of saving is 
evident in other countries. | 

Given the growing importance of Germany 
and Japan as global economic forces, this has 
put pressure on world savings and world real 
interest rates. I can add here that while many 
question marks surround the economic transfor- 
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mation taking place in central and eastern 
Europe, what is certain is that the potential 
demand for capital is enormous. Thus borrowers 
in capital markets, and Canada is a substantial 
net borrower, have had to obtain funds in 
strongly competitive conditions, and this seems 
likely to continue. 

For Japan, the availability of funds for 
lending abroad, which has been reduced by its 
narrowing external surplus, has also been 
affected by complications of a financial nature. 
The squeeze on the capital of Japanese financial 
institutions, provoked by the steep decline in the 
Tokyo stock market in 1990, has cut into those 
institutions’ capacity and willingness to lend, 
especially to borrowers offshore. A similar but 
broader kind of development became apparent in 
the United States. The problems for the U.S. 
financial sector came through a number of chan- 
nels, but were all attributable in some degree to 
the remarkable surge of lending and leveraging 
in the 1980s. As the economic climate became 
less tolerant of the resulting high debt loads, the 
quality of credit suffered. These developments 
have led to questions about the solidity or fragil- 
ity of some financial institutions and about the 
responsibilities on the shoulders of financial 
regulators. 

Let me note that in Canada, while house- 
holds also built up their indebtedness signifi- 
cantly in the 1980s, corporations by and large 
took a relatively conservative approach to lever- 
aging their businesses. Furthermore, Canadian 
financial institutions as a group appear well 
equipped to withstand the pressures of the cur- 
rent, less favourable, environment after several 
very good years. 

I will add that the recent more difficult 
environment also helps to underline the value of 
a basic lesson regarding financial oversight. That 
lesson is that in assessing the usefulness of rules 
for the prudent conduct of financial institutions, 
the relevant yardstick is not the contribution such 
rules can make when the climate is benign. That 
is not what the standards are there for. The real 
test is the kind of contribution such rules can 
make to ensuring that financial institutions can 
withstand the pressures that are bound to arise in 
periods when conditions are more difficult. 

The international environment is very 
demanding. Even before the outbreak of war, the 


uncertainties over the Gulf situation had a large 
influence on the price of oil and on economic 
developments in most countries. The recent set- 
backs in the multilateral trade negotiations also 
heighten the challenges facing us and the world 
trading community. The pressures are pretty 
much the same for all, and the differences in 
how countries fare will depend as much as any- 
thing on the quality of national policies, individ- 
ually and in co-operation with others. 


Canadian economic developments and 
monetary policy 

An adequate assessment of economic 
and monetary developments in 1990 needs the 
perspective of what happened in earlier years. 

As I mentioned at the beginning, the 
three years 1987 through 1989 were years of 
exceptionally strong spending in Canada. While 
experience differed among regions, the total dol- 
lar amount spent on goods and services through 
this period went up on average 9 per cent a year. 
This was about three times as fast as the ability 
of the economy to expand its production on a 
continuing basis. Credit to Canadian businesses 
and households rose rapidly, at a rate into double 
digits, fuelling not only strong purchases of 
goods and services but also an escalation in the 
prices of existing assets. For example, the aver- 
age price of a house in Canada jumped by about 
50 per cent. The monetary aggregate M2 rose on 
average by more than 10 per cent a year. As 
markets for goods and labour tightened, inflation 
and inflation expectations became increasingly 
pronounced. 

In these circumstances, it is hardly sur- 
prising that Canadian interest rates rose and 
monetary conditions tightened the way they did. 
But these developments provoked a strong reac- 
tion in a number of quarters, so further comment 
on this matter seems in order. 

First of all, it is important to distinguish 
clearly between on the one hand the guiding 
principle behind monetary policy, the promotion 
of monetary confidence, and on the other the 
changing economic environment in which mone- 
tary policy operates. A monetary policy directed 
towards price stability is a policy oriented in the 
most fundamental way possible towards low 
interest rates. This is because establishing confi- 
dence that money will indeed retain its value, 
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and not be undermined by persistent price 
increases, is a key condition for interest rates to 
come down and stay down. This is also why a 
capsule description of recent Canadian monetary 
policy as a ‘high interest rate’ policy is inaccurate. 

But even with a policy that is consistently 
anti-inflationary, cyclical economic conditions 
are sure to vary, and monetary conditions will 
vary too. Thus, the upward trend in short-term 
interest rates from 1987 into the spring of 1990, 
and the rise in the Canadian dollar that was 
partly associated with it, reflected the strength of 
spending and credit demand, not a change in the 
basic direction of monetary policy. 

Some of the commentary on monetary 
policy has suggested that even in the face of this 
inflationary surge in demand, credit and money, 
the Bank of Canada should nevertheless have 
been more expansionary in its own policy 
actions. If this had happened, it is supposed, 
interest rates would have been kept down. This 
monetary policy advice seems to be based on the 
assumption that even in an inflationary climate 
the faster the rate at which liquidity is created, 
that is, the faster the rate at which the central 
bank prints money, the lower interest rates are 
bound to be. 

This assumption is not valid because, as 
I emphasized towards the start of these remarks, 
monetary policy operates in a market context. 
The Bank of Canada can certainly encourage an 
increase in the supply of money. Indeed, it is 
uniquely placed to do so. But what it cannot 
guarantee is that there will be willing holders of 
an additional supply at an unchanged price, that 
is, an unchanged value of money. The trouble 
comes when confidence in the value of money 
begins to fade, or fade faster, and the market 
actions of borrowers and lenders push interest 
rates up as a result. In that situation, printing 
money even faster obviously does not help. It 
would make the value of money drop even faster 
and add further fuel to the adverse response in 
financial markets. 

The Bank does have room for manoeuvre 
in creating liquidity and at the same time manag- 
ing down short-term interest rates, but this room 
is available only within important limits. Those 
limits are dictated by the extent of the confi- 


dence among holders of Canadian dollars, who 
are principally Canadians of course, that the 
deposits and other investments they hold will 
retain their value against the goods and services 
that money can buy and against other moneys. 
Concerns about inflation shake that confidence 
and are counter-productive for low interest rates. 
But building confidence takes time. 

During 1990, demand pressures in the 
Canadian economy finally eased appreciably, 
and the expansion of money, credit and total 
spending in the economy moderated. From the 
late spring these developments began to open up 
room for lower interest rates. However, with the 
buildup of inflation and inflation expectations 
that the Canadian economy inherited from the 
earlier surge in demand, the momentum of cost 
and price increases has been persistently strong. 
This momentum threatened to be compounded 
by pressures coming from the rise in oil prices 
and the important upward adjustment to the level 
of consumer prices stemming from the introduc- 
tion in January 1991 of the goods and services 
tax. The danger has been a feedback from prices 
into costs, and from costs into prices, and so on. 
Monetary policy has been very cognizant of this 
threat. 

Thus in its actions affecting the supply of 
liquidity in money markets, the Bank of Canada 
has of course been moving carefully. It has been 
responding to the weakening of demand and the 
easing of the pressures on inflation from the side 
of demand by encouraging lower interest rates in 
the marketplace, in the same manner that it 
responded in an upward direction during the 
1987-89 surge in demand. At the same time, it 
has been concerned to see to it that this easing 
can be sustained. The only way for the Bank to 
do this is by providing confidence through its 
actions that monetary policy will be conducted 
in such a way as to seek an underlying path of 
inflation that is down, not up. 

In this general regard, let me underline 
that the confidence the Bank of Canada seeks to 
foster is that the Canadian dollar will retain its 
value in Canada. That is what is meant by price 
stability. It is also worth noting firstly, that this 
is not the same as having the exchange rate at 
any particular level, and secondly, that while 
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monetary policy must of course guard against 
losses of confidence in the Canadian dollar, the 
most basic contribution that monetary policy can 
make to protecting the external value of our cur- 
rency is to have a care for its value internally. 

The exchange rate is a key price in the 
Canadian economy, with effects on demand, 
inflation and output. It is therefore a major eco- 
nomic force to which monetary policy must pay 
attention, as it should to all major forces affect- 
ing the economy. And under Canada’s flexible 
exchange rate regime, in making judgments 
about monetary conditions and about any 
required monetary policy actions, the Bank of 
Canada aims to take into account the effects of 
exchange rate movements on the likely pace of 
spending and inflation in Canada. But taking 
those effects into account is not the same as aim- 
ing at a particular exchange rate or exchange rate 
range. The monetary policy objective has to be 
broader than that. 


* OK 


Understandably, most commentary on 
economic matters deals with events happening 
close to home and at the time — the “here and 
now.’ But what originates here in Canada is only 
part of the story, even if it is in the end the more 
important part, and what is happening now usu- 
ally has roots in developments and policies over 
quite an extended period. 

As regards earlier developments, it is 
clear that if spending had not surged to such an 
unsustainable level during the late 1980s, this 
would have helped to avoid the slowing in the 
past year. It is certainly open to debate how 
much of the surge, which had both domestic and 
international sources, could or should have been 
foreseen. It can also be debated how policies, 
federal or provincial, could ideally have been 
deployed to moderate the surge, thus making the 
expansion more sustainable and avoiding the 
inflationary fall-out. However, what I believe is 
hardly open to debate is that, given the way 
events developed, it was monetary policy’s 
responsibility to provide firm resistance to the 
spending pressures. Failure to have provided 


such resistance would have made the situation 
we face today much more difficult. To have 
accommodated an unsustainable expansion with 
easier money would have worsened the inflation, 
added to the economic distortions associated 
with inflation, and intensified the economic 
slowdown that inevitably follows an inflationary 
boom. 

Indeed, a more pertinent question is 
whether monetary policy during that period of 
expansion should have been still more restrained 
in supplying liquidity, not less. It is arguable that 
if monetary policy had been still more restrictive 
then, with higher short-term interest rates proba- 
bly, interest rates would be lower now — and 
lower across the whole spectrum of rates. 

Developments abroad, as I pointed out 
earlier, are also important in explaining Canada’s 
economic situation. There was a notable interna- 
tional element in Canada’s recent boom coming 
from the sharp increases in the prices of a whole 
range of the industrial commodities we produce 
and from a strong industrial economic expansion 
in the United States. More recently, the influ- 
ence from these two factors has been towards 
economic slowing, and our economy cannot help 
but be similarly affected. 

Looking forward, it is evident that the 
international context, particularly the buoyancy 
of our export markets in the United States, will 
similarly be an important influence on the timing 
and strength of economic recovery in Canada. 
Internally, progress was made during 1990 in 
providing a solid basis for renewed economic 
expansion through the moderation of inflation 
pressures and the greater realism in economic 
decision-making that this began to produce. 
Interest rates have eased. As businesses and 
individuals increasingly base their decisions on 
anticipation of easing inflation, the prospects for 
sustained growth will improve further. 

Just how much scope there will be for 
lower interest rates in the future will depend as 
well on the perceptions and actions of partici- 
pants in financial markets. Those perceptions 
and actions can be affected in the short run by a 
range of factors, some having to do with eco- 
nomic policies, some not. This is why forecast- 
ing in this area is so difficult. However, what can 
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be said from the vantage point of Canadian mon- 
etary policy is that establishing confidence in the 
value of money is its vital contribution to prog- 
ress in lowering interest rates. The greater the 
success we have in Canada in developing that 
trust, the more assurance there is that our interest 
rates will come down and stay down. The Bank 
of Canada will work steadily to consolidate the 
progress we have made so far. 

Sound money is an investment in the eco- 
nomic well-being of the nation. The efforts to 
bring down inflation in the early 1980s after the 
disastrous experience of the previous decade 
were a cornerstone of the sustained expansion 
that our economy enjoyed in the years that fol- 
lowed. For the 1990s we need to extend and 
improve upon that success, and not to repeat 
failure. 
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* OK 


On 26 February 1991, at the time of the 
federal budget, the Bank of Canada and the Min- 
ister of Finance jointly announced targets for 
reducing inflation in Canada. The targets call for 
gradual but progressive reductions in inflation 
until price stability is reached. The intention is to 
provide Canadians with a clear indication of the 
downward path for inflation towards which mon- 
etary policy actions will be directed over the 
medium term. 

More details about the targets are con- 
tained in the Bank’s press announcement, which 
is reproduced at the end of this report. 
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The first section of this report empha- 
sized the fundamental point that if our nation’s 
economy is to perform well, its citizens need to 
have confidence that the money they use will 
hold its value. And money will only retain its 
value if the general level of prices remains stable 
— in other words, is not subject to chronic infla- 
tion. The view that inflation brings benefits to 
the economy in the form of higher employment 
has been discredited by the events of the 1970s 
and 1980s. What is less widely recognized is 
that inflation carries with it costs that are wide- 
spread and pervasive. Inflation creates increased 
uncertainty about the future, which makes it 
much more difficult for everyone to make good 
economic decisions. It also causes households 
and businesses to divert substantial amounts of 
time and money to try to shield themselves from 
the effects of rising prices. But not everyone is 
successful, and the inflationary process is in- 
equitable and socially divisive. These are costs 
that can be avoided if monetary policy is suc- 
cessfully directed to achieving and maintaining 
price stability. This section reviews in more 
detail the costs that inflation imposes on the 
economy. 


Inflation creates uncertainty about the 
future 

In a monetary economy, decisions to buy 
or sell, to borrow or invest are based on prices — 
both current prices and the prices expected to 
prevail in future years. In other words, prices 
permit comparisons of the current and expected 
future values of the wide array of goods and 
services found in different markets, providing 
workers, managers, savers and investors with the 
information and incentives to undertake eco- 
nomic decisions. Inflation creates uncertainty, 
which distorts and confuses that information. 

Take for example a decision by a busi- 
ness to build a new plant. Such a decision has to 
take into account not only the cost of funds and 


the prices of labour and materials to build the 
plant, but also the prices expected in the future 
for the output of the plant and for the labour and 
materials to produce that output. The future is 
always uncertain, but the uncertainty is magni- 
fied when prices are rising, since inflation is 
seldom stable and predictable. Inflation makes it 
much more difficult to make good investment 
decisions. 

Moreover, during inflation, prices do 
not respond identically to the excess demand 
pressures. These differing movements in prices 
are easily misread, and exaggerated expectations 
frequently develop about the likely further 
increases in the prices of products that are 
already rising most rapidly. One result is peri- 
odic bouts of over-investment in these products. 
For example, it is the prices of primary com- 
modities and real estate that have typically 
responded the most quickly and vigorously dur- 
ing inflationary periods. The burst of investment 
in developing new sources of primary commodi- 
ties and in acquiring existing producers of 
resources during the late 1970s, and the con- 
struction boom in condominiums and commer- 
cial buildings in some centres during the late 
1980s are graphic illustrations of the problem of 
over-investment in response to the exaggerated 
expectations to which inflation gives rise. 


The costs of having to cope with inflation 
As inflation becomes entrenched, busi- 
nesses and individuals find that they have to 
make expenditures of both time and money to 
deal with its effects. This goes far beyond the 
need for more frequent revision and reissue of 
price lists and catalogues. For example, con- 
tracts of all sorts become shorter in term so that 
the parties are not locked into a situation where 
they can be hurt by unexpected inflation, and 
this means more effort must be devoted to nego- 
tiating contracts. Buyers have difficulty in 
obtaining guaranteed prices of products for 
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future delivery. Investors become concerned 
about hedges against inflation rather than about 
productive investments. At the peak of inflation 
in 1980-81, investors turned in large numbers to 
assets such as real estate, gold and silver, pre- 
cious gems and works of art, either to protect 
themselves against inflation or to try to benefit 
from it. 

Financial contracts for instruments such 
as deposits, loans and security issues have been 
particularly affected by the concerns about infla- 
tion. The average term of such contracts has 
shortened dramatically since the early 1970s 
when inflation became a more persistent and 
serious problem. The long-term corporate bond 
market has contracted and 25-year residential 
mortgages have become virtually unavailable. 
Too many savers were caught by the rise in infla- 
tion during the 1970s and are no longer willing 
to provide funds at fixed interest rates for 
extended periods. As a result, such long-term 
funds are no longer as readily available to private 
borrowers wishing to invest in long-term assets 
such as housing or production facilities. 

Large and frequent users of financial 
services have increasingly resorted to some very 
sophisticated techniques to limit their exposure 
to inflation-related risks. Examples include inter- 
est rate and currency swaps as well as futures 
and options contracts. The diversion of produc- 
tive resources to the financial sector in an 
attempt to provide shelter from the effects of 
inflation has been substantial. 

To attract funds, financial institutions 
and markets need to compensate savers for infla- 
tion. Interest rates therefore are higher by an 
inflation premium that savers demand as an off- 
set for the declining value of their money. But 
since future inflation is highly uncertain, interest 
rates in countries with a history of inflation also 
carry a further premium to cover the risks caused 
by uncertainty about inflation. As a result, it is 
more costly for borrowers to obtain funds to 
carry out their spending plans. 

As well, when high inflation requires a 
high interest premium to compensate lenders for 
the eroding value of a loan, borrowers are effec- 
tively forced to repay their loans much more rap- 
idly than when prices are stable. With mortgage 
loans, for example, this forced repayment can 
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push homeowners into financial difficulty, even 
when house values are rising significantly in 
response to inflation, because the inflation pre- 
mium embodied in mortgage rates makes it diffi- 
cult for them to manage their monthly payments. 

While savers may receive compensation 
through interest rates for the fact that inflation 
undermines the value of their savings, they are 
required to pay tax on the whole of their interest 
income. With inflation at 4% per cent, for exam- 
ple, a saver with a 40 per cent marginal tax rate, 
who earns just under 5% per cent after tax on a 
9 per cent term deposit, is left with a return of 
less than | per cent after inflation. The decline 
in the effective return on savings during periods 
of inflation has had negative effects on the incen- 
tive to save. And the interaction of inflation with 
a corporate tax structure that was similarly 
designed for a world with stable prices has been 
a significant distorting influence on the behav- 
iour of corporations. 


Equity and fairness 

The costs of inflation do not fall equally 
on the population. Some individuals and busi- 
nesses are better placed than others to protect 
themselves against inflation, but there is also a 
good deal of chance involved. Frequently, it is 
the least sophisticated parts of our economic 
society that lose out when inflation takes hold. 
The most widespread examples of inflation 
losses relate to fixed retirement pensions. At 
4'% per cent inflation, such pensions will lose 
half their value in just over 15 years. People who 
gain from inflation, whether because of their 
ability to invest in assets that benefit from infla- 
tion or by chance, do so only at the expense of 
others in the community. These gains do not 
reflect reward for greater effort or contributions 
to productivity. As a result, inflation leaves a 
sense of great unfairness in a society, and it 
undermines the sense of equality of opportunity 
that is at the base of a successful market 
economy. 


‘Living with inflation’ is no answer 

One solution that has been proposed to 
deal with this unfairness, while at the same time 
avoiding the effort and discipline that is required 
to return to price stability, is to adjust our eco- 
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nomic arrangements to try to live with inflation. 
The idea is to protect individuals against losses 
from inflation through indexing all types of 
incomes and payments. The authorities would 
aim at stabilizing the inflation rate and, it is con- 
tended, the economy would readily adjust to that 
stable rate, and the costs of inflation would be 
avoided. 

The experience of Canada in dealing with 
inflation since the early 1970s is a good indica- 
tion that an economy as complex as ours does 
not move easily or quickly to adjust to inflation. 
Clearly, the costs of changing our institutions in 
order to live with inflation are high. It is not just 
a matter of indexing incomes. Major changes 
would be required not only in the personal and 
corporate tax systems but also in legal arrange- 
ments, accounting standards and many other 
aspects of economic life. It is a telling fact that 
after 20 years during which inflation averaged 
7 per cent, most institutional arrangements have 
not adapted to take account of inflation. 

But even if the institutional changes were 
made, living with inflation would not be a credi- 
ble policy. By seeking to stabilize the inflation 
rate at its current level, the authorities would 
demonstrate their unwillingness to take the 
actions required to combat inflation. It is un- 


likely therefore that anyone would believe that 
if some adverse development suddenly pushed 
inflation up to a higher level, the required anti- 
inflationary actions would be taken. Monetary 
policy aimed at stabilizing inflation at a given 
level would constantly be battling against such 
scepticism. Countries that have gone furthest in 
indexing their economic systems have typically 
found themselves facing higher and higher rates 
of inflation that have put at risk the entire institu- 
tion of money. A policy of tolerating inflation 
systematically undermines the capacity of a 
country to produce good economic performance. 


* OK OK 


To avoid the burden that inflation 
imposes on the economy requires a monetary 
policy that is firmly directed to reaching and 
maintaining price stability. It is only with stabil- 
ity in the general price level that a sound basis 
can be provided for investment and lending deci- 
sions and the most effective use will be made of 
the economy’s resources. At the same time, the 
extensive effort and resources devoted to coping 
with inflation can be put to more productive use 
and the unfairness to those who cannot protect 
themselves from inflation will be eliminated. 
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ECONOMIC AND FINANCIAL DEVELOPMENTS 


Demand, economic activity and inflation 


SSS SSS ssid 


The pace of total dollar spending in the 
Canadian economy slowed substantially during 
1990, reflecting primarily a decline in the vol- 
ume of demand. This moderation followed a 
period of sustained rapid expansion that pushed 
economic activity to a high level and generated 
mounting inflationary pressures. For the econ- 
omy as a whole, demand has strained productive 
capacity for several years, and this situation con- 
tinued into early 1990. Indeed, the level of activ- 
ity in the non-farm goods-producing sector 
remained above its long-term historical average 
through the first half of 1990, before dropping 
below that average in the third quarter for the 
first time since 1986. 

Given the sustained high level of eco- 
nomic activity and persistent inflation, an envi- 
ronment developed in which inflation expectations 
became strongly held. As well, with tight labour 
markets through the first half of the year, under- 
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lying cost pressures intensified in 1990. How- 
ever, the significant easing of demand through 
the year resulted in a marked decline in profits 
and the upward trend of consumer price inflation 
was halted and began to reverse. 


Demand and economic activity 

Total dollar spending is estimated to have 
increased by about 2 per cent during 1990, com- 
pared with just over 7 per cent during 1989. This 
lower increase reflected primarily an easing in 
the volume of aggregate demand, which is esti- 
mated to have declined by about 1 per cent com- 
pared to an increase during 1989 of almost 3 per 
cent. In particular, domestic demand moderated 
substantially in 1990, whereas higher export 
demand was a source of growth. 

The capital spending components of 
aggregate domestic demand, which tend to be 
more sensitive to interest rates, were particularly 
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Growth in the volume of gross domestic 
product, domestic demand and exports 
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weak — residential investment, business fixed 
investment and consumer spending on durable 
goods all declined in volume terms during 1990, 
after several very strong years. 

An unwinding of speculative pressures in 
major housing markets brought to an end the 
long boom in residential construction and resale 
markets. Housing starts fell sharply in the sec- 
ond half of the year to just 145,000 units at an 
annual rate in the fourth quarter, down about 
33 per cent from their level a year earlier. The 
drop in sales of existing units was also 
substantial — about 22 per cent for the year as a 
whole. 

In response to the easing of pressures 
on productive capacity, the continued squeeze 
on profits, and higher financing costs, firms 
reduced the volume of capital spending in 1990, 
following several years of very strong expan- 
sion. Towards the end of the year, the pending 
replacement of the manufacturers’ sales tax by 
the goods and services tax (GST), which reduces 
the cost of capital goods, led to postponement of 
some investment spending until early 1991, par- 
ticularly for commercial vehicles and automobile 
fleets. 

Another important factor in the slowing 
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of total demand was the continued effort by 
firms to keep inventory levels down in line with 
sales. A decline in the volume of non-farm 
inventory investment is estimated to have 
reduced total domestic demand by more than 

1 per cent during 1990. Indeed, reduced inven- 
tory investment in the second quarter more than 
accounted for the decline in total output in that 
quarter. 


Selected indicators of household and 
business demand 
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Consumers also exercised caution in 
1990. The volume of spending by the personal 
sector in the final quarter of the year was down 
about 2 per cent from its level a year earlier. 
Goods demand was down sharply, especially for 
durable goods, while the volume of spending on 
services continued to increase. The personal sav- 
ings rate is estimated to have risen slightly for 
the year as a whole, despite a marked decline in 
the second quarter when households reduced 
their savings to make their final income tax pay- 
ments for the 1989 tax year. These payments 
were unusually high because certain tax meas- 
ures enacted in 1989 had not been reflected in 
deductions at source during the year. 

The slowing pace of domestic demand, 
particularly the reduction in the volume of 
spending on automotive products and on machin- 
ery and equipment, led to a reduction in the 
volume of imports of goods. In contrast, the 
volume of Canadian merchandise exports rose 
by about 4% per cent in the year as a whole, 
despite further deterioration of the competitive 
position of many Canadian exporters and despite 
significant slowing in the pace of expansion of 
the U.S. economy. World demand for Canadian 
products was sustained by continued strong eco- 
nomic expansion in the major overseas industrial 
economies, particularly Germany and Japan. An 
important special factor was the recovery in the 
volume of wheat exports following a rebound in 
crops in 1989 and record harvests in 1990. 

With stronger exports, the merchandise 
trade balance in value terms went from a surplus 
of about $7 billion in 1989 to a surplus of just 
under $11 billion in 1990. The overall current 
account deficit was essentially unchanged, how- 
ever, as the increase in net earnings from mer- 
chandise trade was offset by higher investment 
income payments to foreigners and by a bigger 
net deficit in foreign travel. 

Canadian labour markets remained rela- 
tively tight through the middle of the year. 
Indeed, the unemployment rate fell to a 9-year 
low of 7.2 per cent in March and averaged 
7.5 per cent in the first half of the year. How- 
ever, as the economy slowed through the balance 
of the year and wage costs continued to escalate, 
employment began to decline and the unemploy- 
ment rate rose, reaching 9.3 per cent in 
December. 


The slowing of economic activity was 
concentrated in central Canada. In Ontario, the 
unemployment rate rose to 7.8 per cent in 
December from 5.4 per cent a year earlier, while 
in Quebec a similar increase brought the rate to 
11.7 per cent. A number of factors have contrib- 
uted to the weakness in central Canada. These 
include: the reduction in spending on automotive 
products in North America, which has depressed 
the production of transportation equipment and 
ancillary products such as steel, plastics and rub- 
ber, all of which are concentrated in Ontario; 
weak investment activity in Ontario; and sharply 
lower activity in the furniture, textile and cloth- 
ing industries, all predominantly located in Que- 
bec and Ontario. The contraction of real estate 
activity and of construction, especially residen- 
tial construction, has been pronounced in central 
Canada, particularly in the Toronto area. 

Employment growth in Atlantic Canada 
picked up sharply; total employment ended the 
year up almost 2 per cent from its level in 
December 1989, compared with a decline of 
over | per cent for the country as a whole. 
Strong employment growth in the business 
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service sector and in construction, as well as 
continued investment by resource industries and 
utilities, limited the impact of a slowing national 
economy. However, low lobster prices and 
reduced landings of groundfish have contributed 
to weakness in the fishery. Output in other 
resource industries was also down, in part 
because of strikes in the mining and forest prod- 
ucts sectors. 

Employment growth in the Prairie prov- 
inces remained above the Canadian average, in 
part reflecting significant investment in forest 
products and mining. Also, with natural gas 
gathering systems operating at high levels of 
capacity and with the prospect of increased sales 
in U.S. markets, firms have initiated large 
investments in transmission systems. A record 
harvest raised grain output and led to higher 
export volumes but did not generate much 
income growth, as high subsidies in Europe and 
the United States and a generally good harvest 
around the world combined to depress grain 
prices. Farm support payments from federal and 
provincial governments were also down. 

In British Columbia, employment growth 
in 1990 remained relatively strong and the prov- 
ince also continued to experience very rapid 
increases in its labour force owing to both migra- 
tion from the rest of Canada and immigration 
from abroad. The B.C. economy was particu- 
larly robust in the first half of 1990, buoyed by 
continued high levels of consumer spending and 
construction. In the second half, the B.C. econ- 
omy slowed in the face of falling commodity 
prices; in particular lumber prices were down 
significantly due to the sharp decline in residen- 
tial construction in the United States. 


Inflation and costs 

In response to the easing of demand pres- 
sures, the acceleration of consumer price infla- 
tion through 1989 and early 1990 was halted and 
then began to reverse. From a peak of about 
5% per cent early in 1990, the 12-month 
increase in the consumer price index (CPI) fell to 
about 4% per cent in the third quarter. The 
absence of major new indirect tax increases in 
1990 contributed to the improvement, but meas- 
ures of inflation that exclude the effects of indi- 
rect taxes also fell over this period. In the fourth 


quarter, however, the rate of inflation picked up 
again to 5 per cent, reflecting the rise in the 
world price of oil following the buildup of ten- 
sions in the Persian Gulf. There was a further 
sharp increase in early 1991 owing to the rise in 
the general level of prices resulting primarily 
from the introduction of the GST on 1 January. 
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The easing of demand pressures on infla- 
tion is also evident from the fixed-weighted price 
index for gross domestic product, a broad mea- 
sure of the prices of goods and services produced 
in Canada. Inflation by this measure has fallen 
relative to the rate of increase of consumer 
prices, primarily because of declines in prices of 
investment goods and most commodity exports, 
other than oil. 

Given the weakness in domestic demand 
and lower export prices, corporate profit margins 
were squeezed during 1990. An exception was 
the energy sector, where higher oil prices were 
reflected in higher profits. 

The continuing escalation of domestic 
costs also contributed to the squeeze on profits. 
Indeed, there has been little direct evidence to 
date of the moderation in cost increases neces- 
sary for sustained progress in reducing inflation. 
With labour markets remaining tight through the 
first half of the year, wage costs continued to 
escalate. Statistics Canada’s fixed-weighted 
index of average hourly earnings increased 
almost 6 per cent on average in 1990 compared 
to just over 5 per cent in 1989. Negotiated 
increases in base wage rates in major settlements 
followed a similar pattern, with private sector 
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settlements running slightly above public sector 
settlements on average. Moreover, despite 
efforts by firms to streamline operations and 
increase productivity, especially in the resource 
and manufacturing sectors, unit labour costs are 
estimated to have risen by more than 6 per cent 
during 1990. About one percentage point of this 
increase is attributable to the net effects of 
higher employer premiums for unemployment 
insurance and the change in financing of 
Ontario’s health insurance system. 

The concentration of the slowing in eco- 
nomic activity in central Canada was reflected in 
changes in the regional profile of inflation. The 
rate of increase of consumer prices in Ontario 
slowed, in part because of a decline in new 
house prices. Inflation accelerated, however, in 
western Canada and Atlantic Canada — both 
regions recorded higher consumer price inflation 
during 1990 than central Canada. Although the 
inflation rate in Quebec rose above that in 
Ontario, it remained below the average for the 
rest of the country. Despite the sharp slowing in 
economic activity in Ontario, negotiated wage 
settlements in that province were above the 
national average, as were those in British 
Columbia and Atlantic Canada. Settlements in 
Quebec, the Prairies and the federal public sector 
were below the average. 

In January 1991, the 12-month increase 
in the CPI jumped sharply to over 6% per cent, 
reflecting in large part the introduction of the 
GST on the first of the month. 
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Monetary and financial developments 





Slower growth in total spending led to 
a marked deceleration in the pace of expansion 
of the monetary and credit aggregates in 1990 
and, from late spring, to a marked decline in 
short-term interest rates. In contrast, long-term 
rates increased in 1990, reflecting the influence 
of a tightening in world capital markets as well 
as some domestic factors. 


Monetary aggregates 


After a significant acceleration in 1988 
and 1989, the growth rates of the broad mone- 
tary aggregates M2 and M2+ fell below double 
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digits during 1990, to about 82 per cent. The 
decline in their rate of growth was mainly attrib- 
utable to the slowing of total spending. Never- 
theless, the growth of the aggregates M2 and 
M2+ remained well above that of total spending, 
representing a continuation of the upward trend 
in the ratio of these aggregates to gross domestic 
product recorded over most of the past two dec- 
ades. Similar to last year, a relatively small 
Canada Savings Bonds campaign boosted the 
growth of the broader aggregates, particularly 
M2, in the last quarter of 1990. 


The growth rate of the aggregate M3 also 
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fell below double digits to about 81 per cent. 
This deceleration was linked primarily to the 
slowing of the demand for credit, particularly 
the demand for bank loans. 

The narrower aggregate M1 fell by about 
2 per cent over the year, reflecting the weak 
growth of total spending and the lagged effects 
of rising interest rates in the early part of 1990. 
During the year, M1 displayed marked swings, 
contracting sharply in the first half and rebound- 
ing significantly in the second. This pattern is 
explained to a large extent by interest rate devel- 
opments. By raising the cost of holding the 
transaction balances included in M1, the increase 
in interest rates in recent years contributed to 
keeping the growth of this aggregate well below 
that of total spending, a trend that continued into 
the first half of 1990. However, the recent move 
towards lower interest rates has encouraged busi- 
nesses and individuals to rebuild their cash bal- 
ances. This development should result in the 
growth of M1 exceeding that of total spending 
over the near term. Another factor that contrib- 
uted to the pattern of M1 during 1990 was the 
unusually large swings in private sector pay- 
ments items in transit. 


Credit aggregates 

The demand for credit slowed signifi- 
cantly in 1990. The growth in the total indebted- 
ness of the major non-financial sectors fell from 
the rate of 10 per cent recorded in the previous 
two years to just above 7 per cent, its lowest rate 
since 1983. This slowdown was attributable to 
reduced credit demands by both businesses and 
households. 

The rate of growth of public sector debt 
was about the same in 1990 as in the previous 
year. This followed a marked deceleration over 
the past six years, a deceleration that was partic- 
ularly pronounced at the federal level. Despite 
rising debt service costs and economic slowing, 
government sector financing requirements did 
not rise in 1990, in part because of an unex- 
pected increase in tax revenues resulting from 
fiscal reform. 

Stimulated by rapidly rising real estate 
values, among other factors, household indebt- 


edness has grown particularly strongly in recent 
years. Credit expansion averaged 16 per cent 
annually from 1987 to 1989, outstripping the 
growth of personal disposable income, with the 
result that the household debt-to-income ratio 
reached a then-record level of 67 per cent in the 
last quarter of 1989. The rise in interest rates, 
the slowdown in the economy and the conse- 
quent fall in house prices — particularly in south- 
ern Ontario — led to a significant decline in the 
demand for household credit in 1990. The slow- 
down was evident in both mortgage and personal 
loans, reflecting the weakness in prices and 
activity in the real estate market and a modera- 
tion in consumer spending. However, total 
household credit growth, averaging 10 per cent 
over the year, continued to exceed disposable 
income growth, and the debt-to-income ratio was 
estimated to have reached close to 70 per cent in 
the final quarter of 1990. 
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Despite a sharp drop in profits, busi- 
nesses reduced their credit demands in 1990, 
especially in the second half of the year. The 
growth of business credit, which averaged 
10 per cent from 1987 to 1989, fell to 6 per cent 
during 1990. The moderation in credit demand 
was attributable to tighter inventory control, the 
postponement of some investment projects and a 
drop in the number of corporate takeovers. In the 
face of the decline in profits, corporations 
reduced their accumulation of financial assets. 
The debt-to-equity ratio of non-financial busi- 
nesses continued to rise in 1990; however, given 
the moderate reliance on debt to finance the 
strong investment growth of recent years, this 
ratio remains below its level in 1985, the year 
when the investment recovery began. Neverthe- 
less, with declining business profits and rising 
interest costs, the ratio of interest payments to 
profits now stands at its highest level since 1983. 

Although worsening economic conditions 
have prompted financial institutions to be more 
cautious in approving loans and lines of credit, 
this has not impaired their ability to provide 
financing. Overall, lending institutions have 
enjoyed high operating profits in recent years 
and have strengthened their financial condition 


Corporate debt-to-equity ratio 


(excluding loans with affiliated corporations) 


1.60 


ios 


5 
1980 82 84 86 88 90 


28 


Canada-U.S. short-term interest rates 
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considerably. The major Canadian banks, for 
example, have built up significant provisions for 
sovereign-loan losses, and, as discussed below, 
their ratio of capital to risk-weighted assets com- 
pares favourably with the guidelines developed 
by the Basle Committee on Banking Supervision 
and adopted in Canada by the Superintendent of 
Financial Institutions. While the proportion of 
non-current loans and the amount of loan losses 
rose in 1990, they are both well below their aver- 
age levels through the 1980s. Thus, profitability 
among financial institutions as a group remains 
relatively high. 


Interest rates and exchange rates 

After remaining flat throughout most of 
1989, short-term interest rates rose by almost 
175 basis points in the first five months of 1990 
before beginning a gradual decline. By year-end, 
the interest rate on 3-month commercial paper 
had dropped by about 250 points from a peak of 
14 per cent in late May. 

In light of preliminary indications that 
the pressures exerted by total spending on the 


Economic and financial developments 





economy were easing, the Bank of Canada tried 
to encourage a modest decline in short-term 
interest rates in early 1990. However, this 
attempt ran up against rising interest rates in 
international capital markets, and it gave rise to 
expectations that differentials between Canadian 
and foreign rates would narrow significantly, 
triggering a steep decline in the Canadian dollar 
and resulting in a sharp rebound in short-term 
interest rates. Initially, the increase in short-term 
rates acted simply to counter the expansionary 
impact on aggregate demand of the depreciation 
of the Canadian dollar, but as signs emerged that 
aggregate demand remained vigorous and that 
domestic inflationary pressures were not easing, 
the Bank did not resist a continued firming of 
interest rates, even after the dollar had recov- 
ered. In the second quarter, concerns about the 
possible failure of the Meech Lake Accord gen- 
erated renewed downward pressure on the dollar 
and upward pressure on interest rates. Subse- 
quently, the slowing in aggregate demand and 
the easing of inflationary pressures allowed 
short-term interest rates to decline gradually. 
The differential between Canadian and U.S. 
rates for 90-day commercial paper widened to a 
maximum of 5.6 percentage points in May, then 
fell back to less than 4 points by the end of the 
year — about the same as at the end of 1989. 
Although it fluctuated widely over the 
course of 1990, the Canadian dollar was little 
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changed at the end of the year, at 86.21 cents 
(U.S.), from its 1989 close. However, relative to 
a trade-weighted average of G-10 currencies, the 
dollar depreciated by about 2 per cent. 
Long-term bond yields rose strongly in 
early 1990, primarily as a result of a broad-based 
increase in long-term interest rates in world capi- 
tal markets that was linked to a number of fac- 
tors, including the vigour of economic activity 
overseas, particularly in Germany and Japan, the 
prospect of increased world demand for capital 
as a result of the liberalization of eastern Euro- 
pean economies and the Persian Gulf crisis. The 
increase in long-term rates was somewhat larger 
in Canada than in the United States, and the dif- 
ferential between the rates on government bonds 
issued by these two countries widened to over 
2 percentage points from less than 1! points in 
late 1989. The widening of the differential at a 
time when the inflation rate in Canada was 
declining relative to that in the United States 
reflected partly the heightened uncertainty about 
Canada’s political situation and partly the 
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increased attractiveness of U.S. dollar securities 
in light of the international situation. 

Broadly speaking, administered rates 
closely followed market rates for similar maturi- 
ties. Chartered banks raised their prime business 
lending rate by 1% percentage points in the first 
half of the year in response to rising short-term 
interest rates; the prime rate was then lowered by 
2 percentage points in the second half, reaching 
12*°% per cent by year-end. Mortgage loan rates 
followed the same general pattern, although they 
rose more strongly in the early part of the year in 
line with developments in bond yields. Con- 
sumer loan rates, in contrast, followed a some- 
what different pattern, increasing less steeply 
than other rates early in the year and then declin- 
ing only slightly. 
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During the first two months of 1991, 
short-term interest rates fell by approximately 
1% percentage points, leading to an additional 
1% percentage point decline in the prime lending 
rate. Long-term interest rates declined by about 
half a point and spreads vis-a-vis corresponding 
U.S. rates narrowed to almost 1° percentage 
points. The Canadian dollar, for its part, 
strengthened slightly over this period. 


Other financial developments 

During 1990, the Bank of Canada contin- 
ued to support the work associated with the 
development and implementation of changes to 
clearing and settlement systems in Canada. This 
work is directed towards reducing risk and 
improving efficiency and safety for all partici- 
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pants using or operating such systems. The 
issues involved are complex, but a key require- 
ment is that participants have the incentive and 
Capacity to identify and contain the risks they 
bear. Other issues relate to the distribution of 
risk, access to the systems, and oversight by 
public agencies. 

The Bank is working with the Canadian 
Payments Association in its examination of pro- 
posals to establish a large-value transfer system. 
The development of such a system is expected to 
yield considerable benefits, such as certainty of 
settlement for financial institutions and same-day 
finality of payments for payment system users, 
while at the same time reducing systemic risk. 
These benefits will also be of importance for 
those mechanisms designed to handle the clear- 
ing and settlement of securities and foreign 
exchange transactions. 

Work on the arrangements for the clear- 
ing and settlement of securities transactions has 
progressed in a number of areas. Risk contain- 
ment and other policy issues are being addressed 
by the Canadian Depository for Securities (CDS) 
and the public authorities. To date, with the co- 
operation of the Bank and other financial institu- 
tions, CDS has immobilized 74 per cent of out- 
standing Government of Canada bonds and work 
is continuing on the development of a new sys- 
tem to handle the clearing and settlement of 
most debt and money market securities transac- 
tions. At the same time, substantial progress has 
been made by the committees set up in Canada 
(of which the Bank is a member) to study the 
feasibility of implementing the recommendations 
of the report of the Group of Thirty on clearing 
and settlement systems for securities 
transactions. 

The report of the Committee on Inter- 
bank Netting Schemes of the Central Banks of 
the Group of Ten Countries was published by the 
Bank for International Settlements in November 
1990. The committee, which included the Bank 
of Canada, examined the policy implications of 
netting schemes for interbank payment orders 
and foreign exchange transactions. The report 
suggests minimum standards for the establish- 
ment and operation of such netting schemes to 
ensure the prudent management of credit and liq- 
uidity risks and sets out a framework for effec- 
tive oversight. The usefulness of this report 


transcends the international payments and for- 
eign exchange markets since the minimum 
standards also provide a valuable starting point 
for the consideration of risk management proce- 
dures for the clearing and settlement of other 
financial transactions. 

On the legislative side, a revised Trust 
and Loan Companies Act and Bank Act were 
introduced into Parliament in the fall of 1990. 
These will be followed by revised legislation 
covering insurance companies, co-operative 
credit associations, and other related statutes. 
These pieces of legislation comprise the main 
elements of the federal government’s policy on 
the new legislative framework for federal finan- 
cial institutions. As part of the restructuring of 
the legislation, chartered banks will no longer be 
required to hold statutory reserves against their 
deposit liabilities. This change will not alter the 
Bank’s ability to implement monetary policy, but 
will require changes in the mechanics of imple- 
menting policy on a day-to-day basis. The Bank 
will soon publish another discussion paper 
addressing this issue and will continue to meet 
with major financial institutions to discuss with 
them the functioning of the new system. 

Major Canadian banks continued to 
increase their capital levels in advance of the 
timetable recommended by the Basle Committee 
on Banking Supervision. All six major banks 
met the end-1990 interim standard of a 7.25 per 
cent ratio of capital to risk-weighted assets. In 
addition, they exceeded the 4 per cent ratio of 
Tier I capital that is required to be met by the 
end of 1992. Some of these banks have also 
already met the 1992 overall capital ratio 
requirement of 8 per cent. 

The Basle Committee noted in its July 
1988 paper on capital convergence that it would 
examine possible approaches for the incorpora- 
tion of market risks into the risk-weighted capital 
framework, which to date has focussed mainly 
on credit risk. During the past two years, the 
committee has made considerable progress in 
developing a common approach to the measure- 
ment of these risks (foreign exchange risk, posi- 
tion risk in traded securities and interest rate 
risk). The committee is also working on propos- 
als which would clarify the definition of capital 
and lead to an improvement in the quality of cap- 
ital employed by international banks. 
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International developments 





Major industrial countries 

While the overall pace of aggregate eco- 
nomic activity in the major industrial countries 
continued to moderate in 1990, performance var- 
ied widely across individual economies. There 
was a pronounced slowing in the United States, 
Canada and the United Kingdom, where infla- 
tion pressures had earlier led to a relatively firm 
monetary policy response. Now that demand 
conditions in these countries have eased signifi- 
cantly, underlying inflation pressures appear to 
be abating. In Japan and Germany, in contrast, 
spending growth accelerated, reflecting contin- 
ued strong domestic demand and, in the case of 
Germany, fiscal stimulus associated with unifica- 
tion. High rates of capacity utilization remain a 
source of upward pressure on prices in these two 
countries. In the second half of the year, con- 
sumer price inflation received an additional 
boost from the rise in world oil prices associated 
with events in the Persian Gulf. The outbreak of 
war in the Middle East early in 1991 has made 
the near-term outlook for oil prices and inflation 
highly uncertain for all countries. 

Interest and exchange rate movements 
during 1990 reflected the divergent patterns of 
spending and output growth across the major 
industrial countries. Short-term interest rates 
declined in the United States, the United King- 
dom and Canada, where demand pressures were 
showing clear signs of moderation, but rose in 
Japan and Germany, where inflation pressures 
continued to build. This combination resulted in 
a decline in the relative yield on U.S. assets and 
a depreciation of the U.S. dollar against most 
other major currencies, particularly during the 
second half of the year. 

Long-term interest rates rose sharply in 
most countries in the first half of 1990. An 
important contributing factor has been an expec- 
tation of increased world demand for capital, 
particularly in light of developments in eastern 
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Germany and in central and eastern Europe more 
generally, at a time when strong domestic 
demand growth in Japan and Germany seems 
likely to reduce the net supply of savings avail- 
able to the rest of the world. Also, there may 
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Short-term interest rates in selected major industrial countries 
Three-month money market interest rates, weekly data 













16 
. . SO i OE, we 
United Kingdom ~~~ ~- —— — —_ - —~. sll 
4 
14 a Sentacanaians a io 
> \ 
12 
10 
United States a 
om 
; ee NN 
< yore) - . Oy rege 
a Piss Nea ete ert oe 
a? soos : ert t te . 
6 — 
-" ve pet heey le Japan 
4 


Long-term interest rates 


Weekly data 
14 


United Kingdom 
i 
* 7 \. —s- 





sachet ee eeee® « 
= : ttt et Gee aet Gees 
Cnr eo Ree Law * + “T= * * 
oes oe Germany oe Japan 
> 
6 > 
5 ant 
ee > we 
wear tt tert Fee + o* 
pee these A, di e pests a 
sod » ® 
ete? 
pettact + 


Selected exchange rates 
Vis-a-vis the U.S. dollar, January 1990=100, weekly data 


-” 
120 - 7 \ 
: United Kingdom , [ , Sh 
s Ped Z os eye 4 4 

a ee es oes ge x we 4 P ‘ 

Leu +, tag te 6 yey fF oe 
s : ” ish NOC Re. 

1 1 0 Aa oe * ee of ee a 
ee - wee Penaee 
‘ *, te 2 





> _ ee ae os Tee 
* * * 
Ns oe . : -- Canada 
a ie *. « ° ‘d Py 
oe bd . Fa eote ie 
‘ ‘ 
se 


¢ tteetee Japan 
90 Site es ee eh Sie | p 


¢ 
x.  ¢ Germany 
=e 


1989 1990 1991 


33 


Annual report of the Governor 


eS 


have been increased uncertainty regarding global 
inflation prospects. However, long-term interest 
rates declined in most major countries towards 
year-end and into early 1991, led by those in the 
United States. All the major industrial countries 
experienced sharp declines in equity prices in 
1990, coupled in some cases with a weakening 
of real estate prices. These developments have 
raised concerns in some countries about the 
potential vulnerability of financial systems to 
any further slowdown in the pace of economic 
activity, and about their implications for the 
spending behaviour of households and firms. 

A number of factors combined to pro- 
mote the adjustment of external imbalances 
among the major industrial countries in 1990. 
Principal among these were the relative cyclical 
positions of the economies, with strong domestic 
demand growth in Japan and western Germany, 
coupled with more subdued domestic demand 
growth in the United States, the United Kingdom 
and Canada. Towards year-end external posi- 
tions also began to be influenced by higher 
world oil prices, reducing the external surpluses 
of Japan and Germany, although at the same 
time adding to the deficit of the United States. 
The depreciation of the U.S. dollar relative to 
the Japanese yen and German mark during the 
second half of the year is expected to further 
boost import demand and dampen exports in 
Germany and Japan. An additional factor that is 
expected to affect the pattern of external imbal- 
ances is the unification of eastern and western 
Germany, which was formalized in October. It is 
anticipated that the resulting extra stimulus to 
domestic demand in Germany will bring about a 
further reduction in the German trade surplus, 
while reducing trade deficits elsewhere. 

The monetary future of Europe continued 
to dominate discussions of European economic 
integration in 1990. Concrete progress was made 
in the direction of European monetary union, as 
Italy adopted a narrower fluctuation band for the 
lira within the Exchange Rate Mechanism (ERM) 
of the European Monetary System early in the 
year and the United Kingdom officially took 
sterling into the ERM in October. In December, 
members of the European Community began for- 
mal proceedings to determine the institutional 
characteristics of a future European central bank. 
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Developing countries 

For developing countries as a whole, 
1990 marked another difficult year. In sub- 
Saharan Africa output growth slowed further 
from the already modest pace recorded the pre- 
vious year. In the 15 heavily indebted middle- 
income countries, the average level of output 
was unchanged in 1990, although this outcome 
was largely the result of developments in Brazil 
and Argentina, where restrictive measures were 
taken to combat hyperinflation. Despite such sta- 
bilization efforts in these and other countries, 
average inflation in the major debtor countries 
reached new highs. While higher oil prices are 
adding to these price pressures, oil-exporting 
countries such as Mexico, Venezuela and 
Nigeria can be expected to benefit from higher 
export earnings. However, the effect of higher 
oil prices on aggregate demand in industrial 
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Output and inflation in developing countries 
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1. Hong Kong, South Korea, Singapore, Taiwan Province of 
China 


2. Argentina, Bolivia, Brazil, Chile, Colombia, Céte d’Ivoire, 


Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, 
Uruguay, Venezuela, Yugoslavia 


countries, and therefore on developing country 
exports, as well as lower prices for other primary 
commodities, will mean a more difficult eco- 
nomic environment for most other developing 
countries. 

While the overall picture has not been 
encouraging, there were a number of bright spots 
in 1990. The Asian newly industrialized econ- 
omies continued to record strong economic 
growth, albeit at rates well below those seen in 
the mid-1980s and against a background of ris- 
ing inflation. As well, certain highly indebted 
countries which have introduced and persevered 
with reform measures, such as Mexico, Colom- 
bia and Venezuela, managed to record moderate 
rates of economic growth in 1990. In Chile, 
where reforms had been introduced somewhat 
earlier, economic growth eased to a more sus- 
tainable pace, following several years of very 
rapid expansion. Conditions have improved suf- 
ficiently that these four countries have been able 
to undertake modest amounts of new borrowing 
in international capital markets. 

The improved economic climate and 
declining external debt ratios observed in some 
of the major debtor countries can also be attrib- 
uted to new initiatives advanced under the inter- 
national debt strategy. Mexico, the Philippines, 
Costa Rica, Venezuela and Uruguay imple- 
mented debt and debt-service reduction agree- 
ments with their commercial bank creditors, in 
the context of adjustment programs negotiated 
with the International Monetary Fund (IMF) and 
the World Bank. Extensions to the international 
debt strategy during the past year can be 
expected to lead to additional progress in resolv- 
ing the debt crisis. In particular, increasing 
attention is now being given to ways of provid- 
ing debt relief to those debtor countries that are 
primarily indebted to official creditors. Special 
credit terms were extended by official creditors 
to very poor countries outside Africa for the first 
time in 1990, and creditors have agreed that offi- 
cial loans extended to lower middle-income 
countries may now be rescheduled over longer 
periods. Creditor governments have also agreed 
to consider schemes for public sector debt reduc- 
tion involving debt-equity swaps and environ- 
mental initiatives. Other measures are under 
consideration. 
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Billions of U.S. dollars 


Central and eastern Europe and the 
Soviet Union’ 
After stagnating for several years, the 
Fifteen heavily indebted countries centrally planned economies of central and 
Billions of U.S. dollars , . 
eastern Europe and the Soviet Union were 
thrown into turmoil during 1990, as traditional 





a economic mechanisms faltered or ceased func- 
tioning altogether. A number of countries have 
an embarked on ambitious programs of economic 
+ reform, amid growing acceptance of free market 
0 principles and a more open competitive system. 
A: However, the reform process has proved diffi- 
om cult, reflecting, among other things, a lack of 
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* Data for 1990 are estimates. region of the world is somewhat fluid, for the purposes of 
this report central and eastern Europe include the Czech 
and Slovak Federal Republic (Czechoslovakia), Hungary, 
Poland, Bulgaria, Romania and Yugoslavia. 
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consensus on how best to proceed. These econ- 
omies have also been adversely affected by the 
breakdown of regional trading arrangements, the 
disruption of oil production in the Soviet Union, 
higher world oil prices, and restrictions on trade 
arising from events in the Persian Gulf. As a 
result, their output declined significantly in 
1990. 

Inflation performance varied widely 
across the region. Strict economic policies led to 
a significant deceleration of inflation in Poland 
and Yugoslavia during the first half of the year, 
although some reversal of earlier gains was evi- 
dent during the second half. Relatively tight 
monetary policies also limited the rise in infla- 
tion associated with the removal of subsidies and 
higher oil prices in Hungary and Czechoslovakia. 
In contrast, the continued automatic accommo- 
dation of credit demands led to a further deterio- 
ration in inflation performance in the Soviet 
Union, Bulgaria and Romania. 

The major industrial countries are pro- 
viding technical assistance to these countries, 
both bilaterally and through multilateral efforts 
under the auspices of the IMF, the World Bank 
and the Organisation for Economic Co-operation 
and Development. They have also participated 
with other countries in establishing a new institu- 
tion, the European Bank for Reconstruction and 
Development, whose mandate is to promote pri- 
vate sector development in the economies of its 
central and eastern European members. 


International financial institutions 

The continuing demands of the interna- 
tional debt strategy, the dramatic turn of events 
in central and eastern Europe and in the Soviet 
Union, and developments in the Persian Gulf 
made 1990 an active year for the IMF and the 
World Bank. In May, IMF members agreed to a 
50 per cent overall increase in the institution’s 
capital, with the associated increases in individ- 
ual quotas now awaiting ratification in member 
countries. This increase will allow the IMF to 
continue to play a central role in international 
financial affairs over the coming years, including 
the provision of financial and technical support 
for economic reforms in central and eastern 
Europe. Czechoslovakia and Bulgaria became 
members of the IMF and the World Bank in 
1990, joining Hungary, Poland and Romania, 
which were already members. 


Recent developments in the Persian Gulf 
have also added to the balance of payments diffi- 
culties of a number of developing countries, 
increasing the need for co-ordinated international 
assistance. In addition to higher oil import costs, 
some countries have been affected by declines 
in earnings from shipping and workers’ remit- 
tances, and losses of export markets associated 
with the United Nations’ sanctions against Iraq. 
In response, both the IMF and the World Bank 
have modified existing programs to permit an 
increase in, and an acceleration of, conditional 
lending to eligible countries. 

Another significant institutional develop- 
ment in 1990 was the ninth replenishment of the 
resources of the International Development 
Association (IDA), an affiliate of the World 
Bank. IDA resources are used to provide conces- 
sional financing to poor countries, with program 
areas targeted for action being poverty reduc- 
tion, macroeconomic and structural policy 
reform, and the environment. In addition, mem- 
bers of the World Bank agreed to establish the 
Global Environmental Fund, which will provide 
grants or concessional loans to developing coun- 
tries to assist them in implementing environmen- 
tal protection programs. 


Bridge-financing arrangements 

The Bank of Canada, with the concur- 
rence of the Minister of Finance, participated 
with the monetary authorities of other industrial 
countries in three bridge-financing arrangements 
during 1990. Canada’s shares in the multilateral 
facilities extended to Venezuela, Guyana and 
Hungary were U.S.$13 million, U.s.$31.75 million 
and U.S.$5 million, respectively. In all three 
cases the financing was related to an economic 
adjustment program undertaken with the assis- 
tance of the IMF and the World Bank. These 
facilities were repaid in full on or before their 
maturity dates. The arrangement for Guyana was 
especially significant in that it was the first 
example of a new, collaborative international 
effort to address the problem of overdue obliga- 
tions to multilateral financial institutions. 
Canada chaired the international ‘support group’ 
which helped Guyana repay its arrears and nor- 
malize relations with these institutions. Two 
other bridge facilities, which were arranged in 
1989 for Mexico and Poland, were also repaid in 
full in 1990. 


37 


Pye 
and 
ah , Por 
“wn = gee pains 
Aree fa oe nag 
—_ oF raed en e 


iter , 
Sapa 


- Jaap evita Fa lone MO 408 
hgh tw nr i pee] bf marae | vain 
edivi ving gar | muting a) Mastag ie? econ 
ee Dey Ea OP ae part <a" 

= (xine Vela at seconaurse 2A" ly er 
mdi Ala Made ry crahae,< geil Lh i diferpsen 
“lili = ite erage aril 
Na ngr ine OT" 

7 Te iis a 
Om socerenite ‘iy evan) te 























ot speasagaTre pn Mr vibee, Lh oie 
as et ier th Wake? ie Le 
iarerte toy hi ca ened® ae Dee 
erie nin Ath avyF ai aes hoe sarin 
whe Rac le are) ery ldeew 0) wna 


ep lp albeit pga, he wt nine Ae | Leow 
ent) Siar 6 ‘eiprrstxl eoisilina 

(? Cb 241) pealiin tz 2 cial 

re ee ee ae a ee 

2/2 y tty bor OY arden onitring) gal? acrens 


age slp Gv ean ee igre nr! 
penny Laer’ Die of Gg db? AB ees 
ld Duta is i ) fs tag [SaPyaiice: 
re Sania ris 8 aie 
eo a) Ve at, Dias _ ae 

| mieteap in det, iT 

2) 4) gn gornehinmey es aidan ¢fAGN 
5 is gig ior den veliiee ** mai 

tyra Peep pts git seep aghriae et hs ae 
on TER tied! ie n ad i had ey het! it folie 
1 ata puis wh obi ative gees sam 
‘orpeneiiva ¢rcer-denty vostilionl agiarwl mtn 
i hips: ele were Gonlitt Santer nett vel) Cp! | 
OR ia Har 





“ 


sent est a ra 





erry tip ae. Hit 
waht Lin? td : i 
ii oy 9:9 sur 
_babeAtereedt jr & 
reliant eter gp riGedl ede reeticel peptone 
hoe catiniondta 20), dd menqoned ont nen 
ly aicrerierry Ga ta eiudeagrt Geely Jaanrgolova! 
(te ssloueve ody ob inp lowes poten Clay 
ordi om necertn) rie Lire teunes 


(oa) aoplutiae! paar dppanainl 
satbigiad? is ehewnsh palsies oat 
at dy oat ctncratle walk scpamestabint - 
geet pacy sarki otis Last <qtouel ae inate Late a 
suse hated eaiateSendead ainerriQuiodn ae noid 
| gos, eg tanres Mott Gaal parryi on (Wheto 7 
1b orgy anereeare Pea jah nhetetibheii¥- 
F anal 49¢ rn) at) ero Howminjoso-eeq 07, 
NieiibGiai <.cenious bansieren etieieeiagyss 
(eae Sh aeryninmwe 
ood Ulead walle dpe eanenpanedlt sian 
ov ewig ees Sle lentes 2 palgeniaaipiecs 
yey eer ree cophapyridee clear sence) 
ore Uitte tyre LakicAat ae ecntakvenneg tt? 
reeateas bin STNahs a} ernoiay QiTranace we 








BANK OF CANADA OPERATIONS 


Bank of Canada monetary policy operations 





In implementing monetary policy, the 
Bank of Canada uses a variety of techniques to 
affect short-term interest rates. The main tech- 
nique is the day-to-day adjustment of the total 
supply of deposit balances that the chartered 
banks and other directly clearing members of the 
Canadian Payments Association (CPA) maintain 
at the Bank of Canada. The Bank makes avail- 
able a level of balances each day which is 
intended to result in an appropriate range for 
overnight rates — the rates which banks pay for 
one-day deposits and investment dealers pay 
for one-day loans to help finance their inventory 
of money market instruments. Depending on 
whether the amount of balances provided 
exceeds or falls short of the amount desired by 
the banks and other institutions, the overnight 
rate will generally either decline or increase. 
Appendix table 2 shows the minimum amount of 
Bank of Canada deposit balances required by the 
banks for cash reserve purposes as well as the 
average actual level of such deposits for each 
averaging period in 1990; it also shows the clear- 
ing balances of other directly clearing institu- 
tions of the CPA. 

Transactions between the Bank and 
money market participants may also have an 
influence on the overnight financing rate. The 
most common of these is the Purchase and 
Resale Agreement (PRA). These transactions are 
undertaken at the initiative of certain designated 
investment dealers and involve purchases by the 
Bank of treasury bills or short-term government 
bonds that the dealer agrees to buy back, usually 
the next day, at a pre-arranged price. These des- 
ignated investment dealers (investment dealer 
jobbers) are entitled to initiate PRA transactions 
up to a predetermined amount at Bank Rate. The 
amount available under PRA is not large com- 
pared to total daily financing needs and may be 
viewed as a line of last resort to be used when 
regular financing becomes unduly expensive. 


The Bank may also take direct action to ease the 
cost of overnight financing by initiating PRA in 
an amount and at a rate of its choosing. In this 
case, the arrangement is called ‘Special’ PRA 
(SPRA) and the amounts involved often exceed 
the amount available under PRA arrangements. 
The group eligible to enter into SPRA arrange- 
ments comprises the investment dealer jobbers 
plus designated chartered banks (bank jobbers). 
The other technique that the Bank uses to affect 
the overnight rate involves a Sale and Repur- 
chase Agreement (SRA). This is the opposite of 
SPRA in that it provides the Bank with a method 
of countering inappropriate downward pressure 
on the overnight rate. The Bank offers to sell 
Government of Canada securities to chartered 
banks at a rate of its choosing and agrees to buy 
them back the following day. 

These actions to influence the overnight 
rate have a pervasive influence on the whole 
spectrum of short-term interest rates. However, 
the Bank may also engage in transactions to 
affect short-term interest rates more directly by 
engaging in purchases or sales of treasury bills, 
typically with a term to maturity of about 3 
months, with money market participants. The 3- 
month treasury bill rate has special significance 
because it serves as the basis for the weekly set- 
ting of Bank Rate. 

During 1990, the Bank actively used all 
of these various techniques. On balance, the 
daily setting of deposit balances maintained 
upward pressure on money market rates through 
the spring and net sales of treasury bills and SRA 
were undertaken to reinforce the rise. Since the 
late spring, Bank of Canada money market oper- 
ations have been directed at encouraging an 
orderly reduction in short-term interest rates. At 
times, market participants developed expecta- 
tions of an unduly rapid decline in rates and the 
Bank acted vigorously to temper the pace. 
Almost without exception in the second half of 
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the year, the overnight financing rate was main- 
tained well above the 3-month treasury bill rate 
and the Bank frequently engaged in sales of bills 
in the market. As a result of the high overnight 
financing costs, investment dealer jobbers made 
extensive use of PRA. On occasion during this 
period the overnight rate rose to levels higher 
than intended and the Bank used SPRA to moder- 
ate the rise. 

For the year as a whole, net sales of 
treasury bills to investment dealers and banks 
amounted to approximately $12 billion (Appen- 
dix table 3). Jobbers made use of PRA on more 
than 140 occasions and SPRA was extended 48 
times; SRA was offered on 22 occasions and 
transacted on 15 (Appendix table 4). 

The Bank also undertakes securities 
transactions for reasons other than interest rate 
objectives. The Bank will buy or sell Govern- 
ment of Canada securities, primarily treasury 
bills, for its own balance sheet requirements and 
on behalf of clients (central banks, Government 
of Canada accounts and international agencies). 
The Bank made net purchases of approximately 
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$20.5 billion of treasury bills at tender in 1990 
but sold over $8.5 billion to government and 
client accounts. Together with the sales in the 
market to investment dealers and banks, the 
Bank’s holdings of bills declined by $559 million 
during the year (Appendix table 3). Activity in 
bonds was extremely light, with the Bank typi- 
cally acquiring amounts of new issues that were 
smaller than its maturing holdings. There were 
very few bond transactions for clients or with 
investment dealers and banks during the year. 

Other operations with money market par- 
ticipants that affect the Bank’s balance sheet 
relate to advances to directly clearing members 
of the CPA. These institutions will, on occasion, 
experience shortfalls in their balances at the 
Bank of Canada and in those cases the Bank 
extends an overnight loan to the institution. 
Appendix table 4 shows the average amounts of 
such advances outstanding during 1990, includ- 
ing $29.6 million of extraordinary advances first 
made in 1985 to the Canadian Commercial Bank 
and the Northland Bank and which are still 
outstanding. 
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Management of government debt and cash balances 





In its role as fiscal agent for the Govern- 
ment of Canada, the Bank of Canada acts as 
adviser and administrator for debt and cash man- 
agement operations. In 1990, the government’s 
domestic debt outstanding increased by $22.4 
billion as shown in Table | below. Treasury bill 
financing was relied on to a much lesser extent 
in 1990, reversing the trend of the previous two 
years, while the issue of marketable bonds 
increased markedly. Canada Savings Bonds 
(CSBs) outstanding declined significantly for the 
second year in a row. 

The domestic marketable bond program 
included 28 issues (Appendix table 5); approxi- 
mately 66 per cent of the dollar value of the new 
issues was sold by auction, with the remainder 
sold on a fixed-price basis through a syndicate 
of investment dealers and banks. The maturities 


Table 1 


of the new bonds were spread rather evenly over 
the short, medium and long term and a maturity 
of 30 years was introduced for the first time. 
The average term of the new issues was 9 years, 
10 months versus 9 years, 2 months in 1989 and 
the average term of the stock of outstanding 
bonds increased marginally from 7 years, 
8 months to 7 years, 10 months. The average 
term of the marketable portion of the domestic 
debt, consisting of bonds and treasury bills, 
increased slightly from 4 years to 4 years, 
1 month. As shown in Table 2, the proportion of 
the domestic debt outstanding in the form of 
marketable bonds increased to 44.9 per cent. 
For the second year in a row, there was a 
sharp decline in the amount of CSBs outstanding, 
from $42.5 billion to $34.4 billion at year-end. 
At the peak in 1987, there were approximately 


Changes in Canadian dollar Government of Canada securities outstanding, 1986-90 


Billions of dollars (par value) 


Treasury bills 
Marketable bonds 
Canada Savings Bonds 


Table 2 


Proportion of debt 


Treasury bills 
Marketable bonds 
Canada Savings Bonds 
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$54 billion of CSBs outstanding. As in 1989, the 
reduction was primarily attributable to large net 
redemptions in the first half of the year together 
with modest sales in the fall campaign period. 
Between October 1989, when the 1989 issue was 
marketed with a yield of 10% per cent, and May 
1990, short-term interest rates increased by 
about 150 basis points. Between the end of 
November and the first few days of May, 
redemptions totalled approximately $6 billion. 
On 15 May, the Minister of Finance announced 
an increase of | percentage point, to 11% per 
cent, in the CSB rate for the 5-month period 
beginning 1 June. By the fall, short-term interest 
rates had declined considerably from the peak of 
late May, and the yield on the 1990 issue of 
CSBs, which was announced on 12 October, was 
set at 10°% per cent for the first year. Gross sales 
of the new issue amounted to $6.7 billion, com- 
pared to $9.3 billion in the previous year, and 
were the lowest since the 1980 campaign. 

The amount of new money raised through 
the treasury bill program was approximately 
$10.6 billion less than in the previous year. 
There were two main reasons for this decline. 
The bill is the usual means of financing the 
acquisition of foreign exchange and unusually 
high redemptions of CSBs, and both of these 
requirements were lower in 1990 than in 1989. 
In addition, a conscious effort was made to 
increase the proportion of the debt in marketable 
bonds in order to reduce somewhat the year-to- 
year variability of debt-servicing charges. As 
shown in Table 2, the portion of the outstanding 
debt held in the form of marketable bonds 
increased by 2 percentage points. Treasury bills 
and CSBs both have interest rates that vary in the 
short run, and the percentage of the outstanding 
debt held in these two forms taken together 
declined by 2 percentage points. 

The amount raised in 1990 through the 
treasury bill program varied widely, in line with 
the fluctuating monthly financing requirements. 
In January and February, borrowing require- 
ments were relatively low and the amount of 
bills outstanding declined. In August, in con- 
trast, foreign exchange purchases led to a 
marked increase in borrowing requirements, and 
the treasury bill program was used to raise 
almost $6 billion on a net basis. The ability to 
alter the size of the weekly treasury bill program 
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also permitted the government to hold its deposit 
balances — on which it generally earns a rate 
lower than its cost of funds — to the minimum 
cushion necessary for its fluctuating needs. As 
well, the government made increased use of bills 
with terms as short as 35 days to cover tempo- 
rary low points in its balances or to reduce the 
size of the regular weekly auctions. In all, 22 of 
these short-term cash management bills were 
issued in 1990, raising $24.0 billion compared 
to $22.5 billion in 1989 and $13.8 billion in 
1988. 

Another part of the government’s effort 
to manage its cash balances efficiently was its 
auction of term deposits. Balances in excess of 
daily requirements were auctioned for specific 
terms to eligible bidders, i.e., to directly clear- 
ing members of the CPA. These auctions were 
initiated in 1986, and during 1990 were typically 
held four or five times a week, ranging in size 
from $200 million to $2,000 million and in term 
from one to eleven days. 

The auctioning of the share of the daily 
demand balance, introduced in 1989, resulted 
in a marked redistribution in 1990 of the demand 
balances among the direct clearers. In this 
arrangement direct clearers submit bids 
expressed in terms of an interest rate differential 
below the prime rate for the share of the daily 
demand balance that they wish to receive each 
day of the next reserve-averaging period. The 
share won by non-bank direct clearers decreased 
steadily during the year to fairly low levels by 
year-end. 

Swap agreements of $1,975 million were 
arranged during the year as part of the Govern- 
ment of Canada’s domestic interest rate swap 
program, initiated in 1988. These transactions 
ranged in term from 2 years to about 5% years. 
Under the swap agreements, the government 
receives interest payments at a fixed rate from 
swap counterparties, and these payments are 
notionally applied to the interest cost on out- 
standing fixed-rate Government of Canada 
bonds. In exchange, the government makes 
floating-rate payments on equivalent principal 
amounts to the counterparties, based on 3-month 
bankers’ acceptance rates. If the average spread 
between 3-month bankers’ acceptances and 
3-month treasury bills continues to be about 
13 basis points, as has been generally the case 
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over the past year, the government’s effective 
floating-rate cost of funds on its 1990 swaps will 
translate to about 89 basis points below the 
3-month treasury bill rate. The total amount of 
these swaps outstanding stood at $4,975 million 
at year-end. 

The government also undertook in 1990 a 
series of foreign currency interest rate swaps that 
were designed to improve the balance between 
the cost of outstanding foreign currency liabili- 
ties and the return on corresponding foreign cur- 
rency assets held in the Exchange Fund Account 
(EFA). In essence, the fixed interest rate cost on 
certain liabilities was swapped into a floating 
rate. Accordingly, the running service costs for 
these liabilities will more closely track the 
investment return on EFA assets, which tend to 
be of short maturities. In total, fixed-rate obliga- 
tions of U.S.$675 million and yen 60 billion were 
swapped into floating rates (based on the London 
Inter-bank Offered Rate for U.S. dollars and 
yen) with a group of Canadian and foreign bank 
counterparties. 

In April 1990, the Government of 
Canada placed a special issue of $8.4 million 
compound interest bonds with the Government 
of Mexico. The issue, on which interest will 
accrue at a rate of 10.186 per cent to a redemp- 
tion value of $162.5 million at maturity on 
31 December 2019, was used by Mexico as col- 
lateral against a portion of restructured loans 
which that country owes to international banks. 

As discussed in the next section of this 
report, foreign exchange reserves continued at 
high levels in 1990, enabling the government to 
retire the equivalent of U.S.$794 million of its 


foreign currency debt in 1990. No new foreign 
currency issues were undertaken. Government of 
Canada issues totalling U.S.$649 million were 
redeemed at maturity including U.S. dollar and 
Swiss franc issues as well as a small Canadair 
Limited obligation (government guaranteed). In 
addition, U.S.$145 million of outstanding Gov- 
ernment of Canada foreign issues, repurchased 
in 1989 and early 1990 in the open market as 
part of a buyback program, were cancelled in 
early 1990. 

The high level of foreign exchange 
reserves also meant that the Canada Bills pro- 
gram was not aggressively used in 1990. Canada 
Bills are short-term U.S. dollar notes issued in 
the U.S. money market and give Canada access 
to a relatively low-cost source of U.S. dollars. 
Although dollars were not needed from this 
source for foreign exchange intervention pur- 
poses in 1990, the amounts outstanding were 
maintained at a level intended to ensure future 
access to this source of funds. Month-end bal- 
ances ranged from a high of U.S.$1,236 million 
in March to a low of U.S.$735 million in 
September. 

The Government of Canada’s U.S. dollar 
standby credit facilities, which provide quick 
access to U.S. dollar short-term credit from 
banks, have not been used since 1986. In late 
1989, the maximum size of these facilities was 
reduced to U.S.$1 billion with Canadian banks 
and U.S.$2 billion with other banks; in early 
1990, a renegotiation of the terms of both facili- 
ties lowered the commitment fees and extended 
the maturity dates to 1995. 
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Foreign exchange operations 





At the end of 1990, the foreign exchange 
value of the Canadian dollar was little changed 
from its 1989 close. It was down by 0.13 per 
cent against the U.S. dollar, to U.S.$.8621, and 
was lower by 2.03 per cent on a trade-weighted 
basis against the G-10 currencies, owing to a 
depreciation against the major overseas curren- 
cies of 10.5 per cent. While the net change over 
the year in the bilateral rate against the U.S. 
dollar was small, the Canadian dollar varied con- 
siderably in value, ranging from a low of 
U.S.$.8275 in February to a high of U.S.$.8859 
in August. 

After strengthening steadily through the 
second half of 1989, the dollar declined sharply 
at the beginning of the year, fuelled by expecta- 
tions of a significant narrowing in short-term 
interest rate differentials with the United States 
and other overseas countries. This was followed 
by six months of steady appreciation, interrupted 
by a period of weakness in May associated with 
uncertainty about the outcome of discussions of 
the Meech Lake Accord. Tensions surrounding 
the Iraqi invasion of Kuwait and the resulting 
rapid increase in the price of oil brought the dol- 
lar to a 12-year high on 23 August, but this level 
was not sustained as interest rates in Canada 
continued to decline through the third quarter 
and spreads with the United States narrowed. 
During the last quarter of the year the dollar 
traded within a relatively narrow range. Interest 
rate declines in Canada were more or less 
matched by those in the United States, while 
continuing tensions in the Gulf, foreign borrow- 
ing activity by Canadians, and Canadian dollar- 
denominated borrowing by others led to a strong 
demand for Canadian dollars from abroad. 

The Bank of Canada, as agent for the 
Exchange Fund Account of the Minister of 
Finance, intervenes in the foreign exchange 
market to help maintain orderly conditions. Gen- 
erally these operations involve the purchase or 
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sale of U.S. dollars and directly affect the U.S. 
dollar holdings of the Exchange Fund Account. 
On occasion, however, the Bank also intervenes 
in other currencies, notably Japanese yen and 
German marks. Such intervention may involve 
Canadian dollars when market conditions are not 
appropriate for U.S. dollar transactions, or U.S. 
dollars, in the case of concerted intervention 
with other G-7 central banks. 

Overall, Canada’s holdings of official 
international reserves increased by the equivalent 
of U.S.$1,785 million to U.S.$18,581 million in 
1990. The U.S. dollar portion of reserves 
declined by U.S.$13 million to a level of 
U.S.$11,476 million, but varied from a month- 
end low of U.S.$7,464 million in May to a 
month-end high of U.s.$11,602 million in 
August 1990, reflecting the pattern of exchange 
rate movements through the year. 

Holdings of other foreign currencies, in 
contrast, increased by U.S.$1,665 million, due in 
large part to non-U.S. dollar intervention against 
the Canadian dollar. Net proceeds from gold 
sales, interest income on assets, the revaluation 
of non-U.S. dollar holdings and a net increase in 
Canada Bills outstanding also added to reserves, 
but were partially offset by repayment of 
Government of Canada foreign currency- 
denominated debt. 

Early in 1991, the Canadian dollar 
remained relatively steady around U.S.$.8650, 
although it rose briefly to a high of U.S.$.8724 
just before the outbreak of war in the Middle 
East. Through February, the dollar was sup- 
ported by a resurgence in both Canadian dollar- 
denominated borrowings overseas and the 
conversion into Canadian dollars of foreign cur- 
rency borrowings by Canadians. Against this 
background, Canada’s holdings of official inter- 
national reserves were little changed in January 
1991, rising by U.S.$294 million to U.S.$18,875 
million. 
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Exchange rates 


Canadian dollar against G-10 currencies (1981=100), daily data 
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Note issue, debt service and banking operations 





The Bank of Canada is responsible for 
the issue of bank notes and for the administration 
of the Government of Canada’s domestic debt. 
Some three-quarters of the Bank’s total expenses, 
shown in the Statement of revenue and expense 
later in this report, reflect these responsibilities, 
which entail processing of large volumes of 
material and data and the purchase of new bank 
notes from two security printing companies. 
About one-half of the Bank’s staff is directly 
involved in these functions. 

The Bank also provides banking services 
to the government and operates deposit accounts 
for members of the Canadian Payments Associa- 
tion, foreign central banks and official inter- 
national financial institutions. As well, the Bank 
is custodian of unclaimed chartered bank bal- 
ances, which are transferred to the Bank after 
being inactive for 10 years. 


Note issue 

Notes are issued by the Bank to meet 
the public’s demand for additional notes and 
to replace worn notes taken out of circulation. 
Besides issuing new notes, the Bank reissues 
those used notes still fit for circulation that have 
been returned by financial institutions which find 
themselves with an excess supply. At the end of 
1990, the value of notes in circulation amounted 
to $23 billion, over 90 per cent of the Bank of 
Canada’s total liabilities, shown in the Statement 
of assets and liabilities. 

The volume of notes processed by the 
Bank was little changed in 1990 for the second 
year in a row. The number of notes issued to 
financial institutions resumed its upward trend, 
which had been interrupted in 1989 by the cessa- 
tion of issue of the $1 note at midyear. However, 
the number of used notes returned to the Bank by 
financial institutions declined in 1990 as a result 
of fewer $1 notes being returned for destruction. 

The Bank began to issue a new $100 
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bank note on 3 December 1990, the fifth denom- 
ination in the new series. By the end of the year, 
about 1.7 million of these $100 notes were in 
circulation. Like the $50 note introduced in 
1989, the new $100 note incorporates an optical 
security device (OSD) to deter counterfeiting. 
The OSD — a small square of ultrathin reflective 
film on the face of the note which changes col- 
our from gold to green when tilted under light — 
is unique to Bank of Canada notes. 

Since early 1990, a hand-held electronic 
device that can read aloud the denomination of 
each note in the new series has been made avail- 
able to blind persons. By the end of the year, 
some 1,800 of these readers had been distrib- 
uted, free of charge, on permanent loan from the 
Canadian National Institute for the Blind. 

On 5 December 1990, the Bank began to 
sell uncut sheets of 40 two-dollar notes over the 
counter, for $90 plus applicable taxes. The 
sheets can also be ordered by mail for delivery 
within Canada at an additional security regis- 
tered mail postage charge of $8.25 per sheet. 
Almost 4,800 sheets had been sold by year-end. 


Debt service 

The volume of work involved in adminis- 
tering the government’s debt decreased substan- 
tially in 1990. This mainly reflected a further 
reduction in processing related to Canada Savings 
Bonds (CSBs), resulting from declines in sales of 
CSBs, aS well as a decrease in the number of CSB 
certificates redeemed during 1990 from the 
record level of redemptions in the previous year. 
CSBs account for about 80 per cent of the total 
volume of items handled. 

Work related to marketable government 
bonds also decreased in 1990, mainly as a result 
of the inclusion of these bonds in the computer- 
ized clearing and settlement systems of the 
Canadian Depository for Securities. This initia- 
tive resulted in a reduction in the number of cer- 
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tificates processed in connection with transfers 
and exchanges of outstanding issues as well 

as a consolidation of the number of interest 
payments. 


Unclaimed bank balances 

In 1990, as in the previous year, the 
Bank of Canada responded to approximately 
10,300 enquiries concerning unclaimed bank 
balances. The number of enquiries has more than 


tripled since 1983 when copies of the central rec- 
ords of all balances held at the Bank were placed 
in each agency, where they can be reviewed free 
of charge. In 1990, the Bank made payments of 
$1.6 million in respect of 3,075 accounts, an 
increase of 20 per cent from the previous year. 
At the end of 1990, the Bank held $111.5 million 
of unclaimed balances, which form part of 
‘Other deposits’ in the Statement of assets and 
liabilities. 
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Appendix table | 





Bank of Canada assets and liabilities 


Monthly changes, millions of dollars! 















































Assets Liabilities 

Government Net Advances All other | Notes in Canadian dollar deposit liabilities 

of Canada foreign toCPA assets circulation Chartered Other Government Other 

securities at currency members (net) banks CPA of Canada 

book value _assets members 
1990 
January +424 nn eT fe os = 198 — 2,470 + 567 —47 5K oo 
February +140 +4 —450 —2{1 +6 =) +2 +4 +44 
March HIST +318 +50 — 196 — 224 +456 = 22 9 +161 
April +209 =O worl +179 + 43] = 163 =) +. = 250 
May a a +505 +82 =) + 424 ied) 2 = OL 
June — 198 OL wer Lt ie = ioe 242 27 anes tt 
July 9 EN = 2525 1b 364 25 — 46 + 367 =—12 +4 +45 
August +593 —1,041 —336 S18) ares — 857 + 63 = =a 
September +850 — 243 at 16) — 472 + 189 — 54 + 809 +49 
October = 9351 ap laps — 90) +19 +112 + 149 =O —810 iis 
November sa Wes fh +1,685 +144 + 106 + 163 — 380 +61 2 +118 
December a6 EO iee Ft 185 + 309 +2,189 + 100 +29 —4 cal {ie 
Annual 

change — 827 +1,094 +160 +24 +877 — 520 — 96 —10 +8 

1991 
January +28 =1,359-5 5 141 198? — 2,542 + 882 oo +6 +67 


1. Components may not add to totals because of rounding 
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Chartered bank cash reserves and clearing balances of other 


directly clearing members of the Canadian Payments Association 





Millions of dollars unless otherwise indicated 


1990 
January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December 


1991 
January 


February 


Chartered bank cash reserves 





Total 
minimum 
cash 


requirements 


5,451 


5,611 


5,390 


5,295 


S25 


5,380 


5,330 


5,350 


5,302 


5,345 


5,340 


55391 


5,356 


5,546 


Average 
holdings 


of statutory 


coin and 


Bank of 


3,792 


4,462 


3,603 


e Pep 7 


3,574 


3,679 


3,851 


3,959 


4,032 


3,992 


4,103 


4,695 


Required 


minimum 


Bank 


of Canada 


deposits 


1,699 


1,149 


1,787 


1,738 


1,639 


1,701 


1,479 


[331 


1,296 


12/9 


1,308 


1,439 


1,254 


851 


Average 
holdings 
of Bank 
of Canada 
deposits 


Canada notes 


1153 
1732 


1,214 
1,422 


1,804 
1955 


1,825 
1,849 


1,658 
1,664 


1,733 
1,788 


1,541 
1,520 


1,436 
1,435 


1,349 
1,421 


1,383 
1,411 


1,338 
1,366 


1,542 
1,490 


Pal 
1,274 
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Clearing balances of other 
directly clearing members of the 
Canadian Payments Association 


Sum of Cumulative Average excess Average holdings Number of 
reservable excess reserves reserve ratios of Bank of clearing 
day weights at end Canada deposits days in 
in period of period month 
14 god .039 
16 whe, .024 x mr 
15 981 .047 
101 pi 

13 3,549 195 : 
15 254 .013 79 7 
17 2,843 123 
14 1,218 .065 39 20 
15 1,667 .083 
15 292 015 95 7 
16 409 .019 
7 546 .024 88 71 
iS 1,311 .065 
13 811 .046 33 1 
16 667 .031 
l : 

5 677 033 ) 23 
19 834 .032 
13 698 .040 

64 19 

14 1,758 .093 
15 1,561 .076 89 yy 
16 2.123 .097 
15 457 .022 16 7 
17 986 043 
14 1,443 .075 86 19 
16 814 .037 
14 1,088 .056 67 yy) 
16 334 O15 
17 ge .064 


Appendix table 3 


Bank of Canada net transactions in Government of Canada securities 
eh P< es a a i a ac a a atin a NO A aT 
Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 





Outright transactions Transactions under! 

pene Bonds PRA SPRA SRA 

ee eee 
1990 
January — 1,070.0 ~ + 368.0 ~ ~ 
February — 1,180.0 - — 154.6 + 70.0 - 
March — 920.0 - — 213.4 + 20.0 - 
April — 630.0 - - —90.0 ~ 
May - - - - - 
June = 305.0 - + 174.1 - ~ 
July — 880.0 - + 240.9 - - 
August = 1,655.0 _ — 205.0 = - 
September — 810.0 - =21.2 + 830.0 ~ 
October - - 338 = Joe = 285.0 
November — 2,340.0 ~ = 15.0 — 305.0 + 285.0 
December — 2,067.0 pe ee. ie. - — 610.0 
Total = 115917.0 Le ee - — 610.0 
1991 
January —4 217.0 = + 475.0 ~ + 610.0 


1. PRA denotes Purchase and Resale Agreements; SPRA denotes ‘Special’ Purchase and Resale Agreements; SRA 
denotes Sale and Repurchase Agreements 
2. Including PRA, SPRA and SRA transactions 
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Net change in holdings 











Net transactions with government and other client accounts of Government of Canada securities? 
Purchases (+ ) Net purchases from (+) Bills Bonds Total 
of new issues or net sales to (—) 
less matured government accounts 
holdings and client accounts 
Bills + +Bonds  _ Bills. =~—~‘Bonds_— 
+2,002.1 + 10.0 — 896.0 _ + 404.1 + 10.0 + 414.1 
al ol tee = Shed, — 415.8 +0.3 + 296.8 — 136.4 + 160.4 
+ 1,849.6 + 41.0 — 554.1 - +182.1 + 41.0 = PPE 
1,333.7 ~ — 431.8 _ +1309 - + 181.9 
+ 683.0 — 243.1 — 584.0 ~ +99.0 — 243.1 — 144.1 
+ 867.0 —26.) se he es = i218 20> — 147.6 
+ 1,482.7 —31.4 — 580.1 ~ + 263.5 —31.4 252.4 
+ 3,429.7 + 24.8 Oy - + 602.0 +24.8 + 626.8 
+ 1,247.3 — 46.1 — 329.4 - +916.7 — 46.1 + 870.6 
+ 708.8 + 82.6 Sa 3 WAM Ee - pat ekU 7s) + 82.6 = 1, 019:9 
+ 1,780.3 ~ — 1,394.8 ~ =| 989.5 - lars 
m3, 170.1 +G2e1 — 782.4 eed 203.5 63.2 Set 
a, J5/.0 = 20953 — 8,560.8 + 1.4 = 95023 = LON.9 =—Glone 
Fo,'21.2 ~ — 564.5 +0.5 + 24.7 +05 x ae 
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Appendix table 4 





Bank of Canada advances to members of the 
Canadian Payments Association; PRA and SRA outstanding 





Millions of dollars unless otherwise indicated 


Advances to directly clearing 


Advances to chartered banks non-bank members of the CPA 
Number Average Number Average 
of days amount of days amount 
outstanding outstanding! outstanding outstanding? 
1990 
January 1-15 10 126.2 
16-31 |e 128.6 . on 
February 1-15 11 180.4 
16-28 9 104.3 % ie 
March 1-15 11 74.0 
16-31 11 74.6 S A 
April 1-15 9 67.9 
16-30 11 65.7 Ee ze 
May 1-15 11 85.8 
16-31 11 81.3 c i 
June 1-15 11 67.6 
16-30 10 60.0 ba poe 
July 1-15 9 74.8 
16-31 12 O73 . sl 
August 1-15 11 56.2 
1631 1 2 70.5 ns Pe 
September 1-15 9 81.1 
16-30 10 61.0 is — 
October 1-15 10 rh By 
16-31 12 62.7 S PE 
November 1-15 10 131.0 
16-30 11 64.3 He ee 
December 1-15 10 68.1 
16-31 9 107.2 7 at 
1991 
January 1-15 10 142.7 
igsie 79.6 : me 
February 1-15 11 145.4 





1. Average based on the number of reservable days in the averaging period 
2. Average based on the number of clearing days in the month 
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Purchase and Resale Agreements Sale and Repurchase Agreements 

Fic nse N dl nl at St ie oe a ne eae Pe ea ep eee eee AEE COROT 5s 
Regular PRA Special PRA 

Number Average Number Average Number Average 

of days amount of days amount of days amount 

outstanding outstanding! outstanding outstanding! outstanding outstanding! 


a Tee) 1 1765 = 4 
12 369.6 2 94.2 ~ - 
3 20.3 1 95.2 56.4 
5 175,59 Z 49.4 - = 
- - 1 18.6 3 143.2 
3 29D 2 S52 1 oe, 
2 22:2 3 70.0 - - 

l 1, 6 174.3 - ~ 
4 “FP 2 62.7 = a 
4 32.8 1 14.5 1 pe | 
6 46.2 - 2 a} = 

1 17.4 ~ - 1 20.0 
8 210.3 3 125.0 - ~ 
8 182.0 1 30.4 1 16.5 
11 394.8 - - - ~ 
12 282.9 - ~ - ~ 
9 365.9 - ~ - - 
10 351.6 2 115.0 - ~ 
9 270.9 6 306.4 - - 
7 66.3 6 347.5 2 61.3 
6 176.5 5 265.5 - ~ 
8 254.6 1 64.5 - - 
7 235.8 3 116.5 - 
4 154.9 ~ - 2 106.7 
9 363.4 - - - > 
10 303.6 37.9 - - 
1] 350.0 a 180.9 - _ 
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Appendix table 5 





Government of Canada marketable securities: 
New issues and retirements 





Date in Issues offered/ Term to Yield to Millions of dollars par value 
1990 retired maturity maturity Amount Amount 
% delivered retired 





Issues payable in Canadian dollars 


4 Jan. 934% 1 October 1997 7 yrs. 8 mos. 28 days 9.74 650 
25 Jan. 10%% 1 April 1993 3 yrs. 2 mos. 7 days 10.34 850 
1 Feb. 12% 1 February 1990 400 
13%% 1 February 1990 593 
10%% 1 April 1993 3 yrs. 2 mos. 9.92 ie 
10% 1 March 1995 5 yrs. 1 mo. 9.80 150 
994% 1 May 2000 10 yrs. 3 mos. 9.78 825 
914% 1 June 2010 20 yrs. 4 mos. 9.64 450 
1,500 
15 Feb. 934% 1 May 2000 10 yrs. 2 mos. 14 days 10.09 750 
26 Feb. 10% 26 February 1990 500 
10% 1 March 1995 5 yrs. 3 days 10.50 800 
6 Mar. 834% 6 March 1990 550 
11%% 6 March 1992 ZYVES: 11.70 1,000 
15 Mar. 133%4% 15 March 1990 839 
1094% 1 May 1993 3 yrs. 1 mo. 17 days 11.26 100 
102% 1 June 1995 5 yrs. 2 mos. 17 days 10.88 400 
102% 1 July 2000 10 yrs. 3 mos. 17 days 10.51 550 
10%% 15 March 2014 24 yrs. 10.32 —__ 450° 
1,500 
23 Mar. 10.186% 31 December 2019 29 yrs. 9 mos. 8 days 10.186 8! 
29 Mar. 10'2% 1 July 2000 10 yrs. 3 mos. 3 days 10.93 800 
11 Apr. 10'2% 1 June 1995 5 yrs. 1 mo. 20 days 1123 850 
25 Apr. 914% 15 June 1994 2 
10% 1 October 1995 13? 
9Y%s% 15 May 1997 24 
9% 15 October 1999 1S? 
9¥%s% 15 December 2000 32 
914% 1 October 2001 33? 
834% 1 February 2002 6 
9'4% 1 October 2003 18? 
26 Apr. 113%4% 15 October 1993 3 yrs. 5 mos. 19 days 12.54 900 
1 May 5Y%% 1 May 1990 225 
SY%4% 1 May 1990 125 
13% 1 May 1990 1,784 
11%% 15 October 1993 3 yrs. 5 mos. 14 days | ph 150 
1134% 1 March 1995 4 yrs. 10 mos. 12.34 450 
11%% 1 September 2000 10 yrs. 4 mos. 11.66 400 
114%% 1 June 2015 25 yrs. mo. 11.43 500 
1,500 
3 May 9'%4% 15 June 1994 ? 
10% 1 October 1995 6 





Date in 


Issues offered/ 
retired 


Issues payable in Canadian dollars 


3 May 


31 May 
1 June 


6 June 


21 June 
1 July 


26 July 
1 Aug. 


16 Aug. 
28 Aug. 


1 Sept. 
5 Sept. 


20 Sept. 


1 Oct. 


18 Oct. 
1 Nov. 


15 Nov. 


5 Dec. 


9%4% 15 May 1997 

9% 15 October 1999 
934% 15 December 2000 
914% 1 October 2001 
834% 1 February 2002 
914% 1 October 2003 


114%4% 1 June 2015 
1134% 1 June 1990 


914% 6 June 1990 
124%4% 6 June 1992 


102% 1 July 2000 


8% 1 July 1990 
10’%4% 15 March 2014 


1034% 15 December 1995 


742% 1 August 1990 

9% 1 August 1990 

1134% 15 October 1993 
103% 15 December 1995 
10'2% 1 July 2000 

104%4% 15 March 2014 


1034% 15 March 1998 
1034% 15 December 1995 
1034% 1 September 1990 


10'4% 5 September 1990 
1034% 5 September 1992 


10’%2% 1 March 2001 


10'4% 1 October 1990 
12%% 1 October 1990 
10%4% 1 February 1994 
10%% 1 March 1996 
10%2% 1 March 2001 
114%4% 1 June 2015 


104% 1 February 1994 
114% 1 September 2000 
11%% 1 June 2015 


10%4% 5 December 1990 
10%% 5 December 1992 


Term to 
maturity 


25 yrs. 1 day 


2 yrs. 
10 yrs. 10 days 


23 yrs. 8 mos. 14 days 
5 yrs. 4 mos. 20 days 


3 yrs. 2 mos. 14 days 
5 yrs. 4 mos. 14 days 
9 yrs. 11 mos. 

23 yrs. 7 mos. 14 days 


7 yrs. 6 mos. 30 days 
5 yrs. 3 mos. 18 days 


2 yrs. 
10 yrs. 5 mos. 11 days 


3 yrs. 4 mos. 
5 yrs. 5 mos. 
10 yrs. 5 mos. 
24 yrs. 8 mos. 


3 yrs. 3 mos. 14 days 
9 yrs. 10 mos. 


24 yrs. 6 mos. 16 days 


2 yrs. 


Yield to 


maturity 
% 


10.80 


12.42 
10.79 


10.71 
Di25 


11.30 
11.10 
10.70 
10.57 


10.76 
10.56 


10.87 
10.73 


10.51 
10.73 
10.97 
A hea I 


10.93 
11.45 
11.24 


10.48 


Appendix table 5 





Millions of dollars par value 


Amount 
delivered 


650 


1,200 


Amount 
retired 


1,025 


550 
650 


1,100 
Za 


650 


(Continued) 


Appendix table 5 





Government of Canada marketable securities: 
New issues and retirements 





Date in Issues offered/ Term to Yield to Millions of dollars par value 
1990 retired maturity maturity Amount Amount 
% delivered retired® 





Issues payable in Canadian dollars 
13'Deg. 10'4%4% 15 December 1990 nts, 
10'4%4% 1 February 1994 3 yrs. 1 mo. 17 days 10.39 50 
10'4% 1 March 1996 5 yrs. 2 mos. 17 days 10.38 75 
10'2% 1 March 2001 10 yrs. 2 mos. 17 days 10.53 775 
10'4% 15 March 2021 30 yrs. 3 mos. 10.59 700 


1,600 


Total bonds payable in Canadian dollars ZIGIS9 11,570 
Total treasury bills 319,000 304,150 


Issues payable in foreign currencies 


22 Mar. U.S. $500 million 
114%4% notes due 
22 March 1990 579 


25 Apr. U.S. $41 million 
10%% bonds due 
15 July 1995 472 


25 Apr. U.S. $40 million 
852% bonds due 
1 April 1998 46? 


26 Apr. U.S. $6 million 
814% notes due 
26 April 1990 74 


3 May U.S. $55 million 
104% bonds due 
15 July 1995 64 


15 May SFr200 million 
5%% notes due 
15 May 1990 156 


23 May U.S. $10 million 
104% bonds due 
15 July 1995 12? 


Total notes and bonds payable in foreign currencies ~ 911 
Total Canada Bills 7,616 7 ,263° 


1. Issue of $8.4 million compound interest bonds due 31 December 2019. Interest accrues at a rate of 10.186% com- 
pounded semi-annually to a total redemption value of $162.5 million at maturity 

2. Cancellation of bonds purchased in the open market 

3. Foreign currency values converted to Canadian dollars at the noon rate on the retirement date 

4. Bonds originally issued by Canadair Limited on 26 April 1982 and assumed by the Government of Canada on 
12 February 1986 

5. Canada Bills are notes denominated in U.S. dollars issued for terms not exceeding 270 days 





PRESS RELEASE 


Targets for reducing inflation 





26 February 1991 
OTTAWA 


The Governor of the Bank of Canada, 
John W. Crow, in a joint announcement today 
with the Minister of Finance, set out targets for 
reducing inflation and reaching price stability in 
Canada. 

These targets are designed to provide a 
clear indication of the downward path for infla- 
tion over the medium term. The path provides 
for gradual but progressive reductions of infla- 
tion until price stability is reached. The range of 
public policies besides monetary policy can 
make a significant contribution. However, since 
inflation cannot persist over an extended period 
without monetary accommodation, for price sta- 
bility to be reached it is essential for monetary 
policy to work firmly and consistently to that 
end. 

The specific targets for the year-over- 
year rate of increase in the consumer price index 
are as follows: 

— 3 per cent by the end of 1992 

— 2% per cent by the middle of 1994 

— 2 per cent by the end of 1995 

— Thereafter the objective would be further 
reductions in inflation until price stability is 
achieved. A good deal of work has already 
been done in Canada on what stability in the 
broad level of prices means operationally. This 
work suggests a rate of increase in consumer 
prices that is clearly below two per cent. How- 
ever, a more precise definition is not being 
specified now, in the event that further evi- 
dence and analysis relevant to this matter 
become available in the next few years. A tar- 
get path after 1995 also remains to be fixed, 
but again pending new evidence, the aim 
would be to continue to make steady progress. 


In view of the lags involved in the effect 
of policies on inflation, no explicit target has 
been set for inflation in 1991. However, this tar- 
get path is consistent with a year-over-year 
increase in the CPI of about 5 per cent (less than 
4 per cent excluding the impact of the GST) by 
the end of the year. 

In the actions it takes to implement these 
targets, the Bank will, for practical reasons, 
focus on the consumer price index excluding the 
volatile food and energy components, as pub- 
lished by Statistics Canada. Even abstracting 
from these volatile elements, a good deal of vari- 
ability remains in consumer price movements, 
and the targets should be regarded as the mid- 
points of a target band of plus or minus one per- 
centage point. Over time, however, movements 
in the total CPI and the CPI excluding food and 
energy should be broadly similar. 

The Bank will report from time to time 
on progress in relation to these targets, particu- 
larly in the Annual Report published each year 
under the Bank of Canada Act. 

The Governor said that in order to keep 
to this course the Bank will be carefully monitor- 
ing the trend rates of expansion of money, credit 
and total spending to ensure they are consistent 
with the targets and will be adjusting its mone- 
tary policy actions accordingly. The intention in 
setting out explicit targets, however, is to 
encourage Canadians to base their economic 
decisions on this downward path for inflation so 
that the lower inflation will be more readily 
achieved, and this will contribute to lower inter- 
est rates. 

The emphasis in these targets on reach- 
ing price stability reflects the importance for 
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Annual report of the Governor 
LLL SSS SSS SSS SSS SSS SSS SSS 


economic performance of ensuring that the con- provide the sound monetary basis that is impor- 
fidence of Canadians in the value of money is tant for durable economic expansion. 

not subject to chronic erosion by inflation. The The Bank will shortly make available 
economy will not operate fairly or to its full further details on the implementation of the tar- 
potential unless Canadians can have this confi- gets in a background technical note. 


dence. The achievement of price stability will 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


COOPERS & LYBRAND PEAT MARWICK 


AUDITORS' REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at December 31, 
1990 and the statement of revenue and expense for the year then ended. These financial 
statements are the responsibility of the Bank's management. Our responsibility is to express an 
opinion on these financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether the 
financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also 
includes assessing the accounting principles used and significant estimates made by 
management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at December 31, 1990 and the results of its operations for the year then 
ended in accordance with the accompanying summary of significant accounting policies applied 
on a basis consistent with the preceding year. 


LEE oy PERE 


Chartered Accountants 


Ottawa, Canada 
January 25, 1991 
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Financial statements 





Bank of Canada 
Statement of revenue and expense 


Year ended 31 December 1990 
(with comparative figures for 1989) 





1990 1989 
Millions of dollars 
REVENUE 
Revenue from investments and other sources, 
net of interest paid on deposits of $46.7 
We LOB) os oc ka as NA a le cues ba be OE Sei? ota sd ot $2,615.2 $2,424.5 
EXPENSE 
ae eee arate GOMES Maly hie nents 6 Wie Meteo. Eis Gar meee te oe ole $ 78.9 Son72 1 
Contributions to pension and insurance funds? ...................0.0005. 10.9 9.1 
OREN RC ISES 8 rete tek atr GR seh 2. eh Pe oiaind Ais hs Sool eaten aioe 2.8 Si 
Pin COPE MICES es ne ee a ee el CIR R A Cea Ge he ees 0.1 0.1 
IMMER ECES ANU LEX PCTISC Sane rire aise ek, Ae ee eee ee ene 0.6 0.5 
maxes eamlinicipal ANd DUSINESSE.2 © 2%, 6.05 « sisciv wists «cians spo ee ba cea woes 10.3 95 
RATER CUCOSUS rohan RS Tir ana es kt I OE BAN a SSN 41.5 40.0 
See DrOCe seine ANd COMPULCT COSTS fai ois Sie Reh wnt eR eke 2s 7.8 6.3 
Premises maintenance — net of rental income*... .....4..4.00s0.¢eks5s<o085> 19.8 19.7 
REPEC TYE OU TIT LIC CIOS eects rete oe caw tod tethers aS 0.8 1.0 
Perera iting Alc StAtlONely ater ete seo rs ce eres 2.4 2.4 
EUS SERV BESS, 0) hot is ang RR oe MR eA gs ORM Og CMMI A CR 17, 1.8 
ese UNICAUONS sia a cei hein atete: aks orn Bnet. aan a alee dents 9 og 2.0 1.8 
RUE UANC SLAIN LTAUSICES ser Ween. ie Oe eit! a, A ta ae ea At 3.4 Dich 
BRITS O RDC TISES re rae Mee Sonar eke eM ep cape ec Cn Pras ate ane dock cee ee 3.6 2.9 
186.6 17222 
Porrecrtion On DuNdings. and CGUIDMent.. 4.) cise: 6 os oo ee eae 20.1 13.5 
206.7 185.7 
NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ..............0.000. 00 cece eens $2,408.5 $2,238.8 
1. Salaries include overtime and are for Bank staff other than those engaged in premises maintenance. The number of 


employee years worked by such staff (including temporary, part-time and overtime work) was 2,301 in 1990 compared 
with 2,255 in 1989. 

. Contributions to pension and insurance funds for Bank staff other than those engaged in premises maintenance. 

. Other staff expenses include retirement allowances and educational training costs. 

. Premises maintenance comprises building and equipment maintenance expenses including related staff costs. 


-WhP 


(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1990 
(with comparative figures for 1989) 





ASSETS 


Deposits payable in foreign currencies: 
Rees UN AER ALS Ee eta tate RY Seiaeci se elas atts, Stan Sak SER Oe Rn Masi EO 
TTP ECUTFEDCIES Sye Net Se a tay os mold ee oh es ace pace a arora Sree 


Advances to members of the Canadian Payments Association (notes 2 and 7) 


Investments — at amortized values (note 3): 
TETEASUIYE DINISHO RR Cat ALAN ere ea tes ea saa re ee ee ee eee ia 

Other securities issued or guaranteed by 
Canada mating, WiteeNTee: Vals. vse ae see ao ese ee oem an an og 

Other securities issued or guaranteed by 
Canada not maturingewithin three years 354. os. ceases (noe eve 
(DEHET TNVESTINE LNCS oy Be te seat/s oa ae ees ona eS lee aes 


Bank premises (note 4)o0n 3 eee oa a aii ae es a ne mace ee 


Accrued interest on investments................. 0.0.0 eee ee eee eee eee 
CET OTASSOES ase eee eT I le AN oe RT ecteatinc Manes Pen ear NIL ating ae 


1990 
Millions of dollars 


10,247.8 


4 
3,997.2 


5,753.4 


3,863.7 


23,862.1 
167.6 
284.7 


121.6 
$25,274.5 


(See accompanying notes to the financial statements) 


1989 


$ 352.4 
Li 


369.9 
311.6 


10,815.7 
3,424.6 


6,584.8 
2,764.8 
235899 
138.4 
293.8 
76.0 


$24,779.6 
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LIABILITIES 


RTC US BS Ee Oy ee era eee ene ee ee nr © ey ee 
eC naTPARNR MARIUS IN boa 8 pc Baie 8 Bich 3) cach aR soptd MBs Mes ais de MG OR on cdi, diac ws 


Deposits: 
SOD PS UMARCO UL Ce AIAN hrm ere eee ide a Re SL een 
ALIELOCROAURA cet eer oe ere ee es Le On: FG Pee 
Other members of the Canadian 
Bea ERCILS oS SOCIAUION peyton laws aga hee aaron ake 
Altre ot Cae CEC eee oe, ee ee ee ee ee ee 


Liabilities payable in foreign currencies: 

Aero EAIENIG OL AN ACA day od. cake ozs sce Be «od ain 3 + ee ngs 
Bank of Canada cheques outstanding .....................000....000000. 
Ue LL LOSS eset pete i a ny el ed ea rare Aa 


Le tb 


Governor, J. W. CROW 


1990 


Millions of dollars 


$ 5.0 
25.0 
22,970.0 


10.6 
1,458.3 


134.0 


405.8 


2,008.7 


210.4 
47.8 


7.6 
$25,274.5 


1989 


$ 5.0 
25.0 
22,092.6 


20.7 
1,786.6 


OAs Bf 


39163 


2,434.3 


209.0 
7.6 


6.1 
$24,779.6 


Chief Accountant, J.-P. AUBRY 
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Financial statements 


Bank of Canada 
Notes to the financial statements 
31 December 1990 


i 


Significant accounting policies 


The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada 


Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


2. 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank 
ordered to be wound up where interest is recorded as received. 

b) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at cost ad- 
justed for amortization of purchase discounts and premiums. The amortization as well as gains and losses on 
disposition are included in revenue. 


c) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 


d) Bank premises 


Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated deprecia- 
tion. Depreciation is calculated on the declining balance method using the following annual rates: 


Buildings 5% 
Computer equipment 35% 
Other equipment 20% 


A full year of depreciation is charged against assets in the year of acquisition, except for Projects in progress 
which are depreciated from the point of substantial completion. No depreciation is taken on assets in the year 
of disposal. 


e) Pension plan 


The Bank’s contributions to the Pension Trust Fund are recorded as expenses at the time they are made. 
Actuarial surpluses or deficiencies, if any, are amortized over periods not exceeding those provided for by 
the Pension Benefits Standards Act, 1985, and the regular contributions are adjusted accordingly. 


f) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contractual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 


Advances to members of the Canadian Payments Association 


Advances include a total of $29.6 million ($46.4 million in 1989) provided to the Canadian Commercial Bank and the 


Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it 
is the opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 


25 


Investments 


Investments may include securities of the Government of Canada held under Purchase and Resale Agreements (PRA). 


As at 31 December 1990 and 1989 there were no securities held under PRA. Investments exclude $607.9 million of securities 
of the Government of Canada which were sold subject to a repurchase agreement for 2 January 1991 (nil in 1989). 


Financial statements 
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4. Bank premises 


1990 1989 
Millions of dollars 
Accumulated 
Cost depreciation Net Net 
Land and buildings $173.8 $ 74.3 $ 99.5 $102.7 
Computer equipment 40.6 25.5 15.1 5.4 
Other equipment 62.9 38.2 24.7 24.3 
277.3 138.0 139.3 132.4 
Projects in progress 28.3 - 28.3 6.0 
$305.6 $138.0 $167.6 $138.4 


5. Capital 
The authorized capital of the Bank is $5.0 million divided into 100,000 shares of the par value of $50 each. The shares 


are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is holding 
them on behalf of Canada. 


6. Rest fund 


The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accord- 
ance with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of 
$25.0 million in 1955. Subsequently, all net revenues have been paid to the Receiver General for Canada. 


7. Legal matters 


The Bank of Canada’s security for advances to the Canadian Commercial Bank and the Northland Bank includes the 
loan portfolios of those institutions. In the case of the Canadian Commercial Bank, two issues are being considered by the 
courts. On 30 March 1990, the Court of Queen’s Bench in Alberta ruled that the interest received from the portfolio does 
not form part of the security, and this issue is now before the Alberta Court of Appeal. There have also been submissions 
presented to the court challenging the liquidator’s conclusion that loans made in California form part of the Bank’s security. 
In the event that there were a final legal determination that all of the interest or all of the California loan portfolio is not 
included in the security, it could result in some adjustment to amounts which have been recorded in income. The information 
available at the present time is not sufficient to estimate the potential magnitude of such an adjustment. 


8. Commitments 


As at 31 December 1990, outstanding commitments under contracts for new buildings and equipment totalled $62 
million. These contracts call for payments over the next four years and pertain to the Bank’s responsibility for the issuance 
of bank notes. 
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BOARD OF DIRECTORS 





John W. Crow Governor 
Member of the Executive Committee 


Gordon G. Thiessen Senior Deputy Governor 
Member of the Executive Committee 


Jalynn H. Bennett TORONTO, ONTARIO 
William A. Graham LONDON, ONTARIO 
Brian R. Heidecker CORONATION, ALBERTA 
Member of the Executive Committee 
Frederick E. Hyndman CHARLOTTETOWN, PRINCE EDWARD ISLAND 
Member of the Executive Committee 
Harold W. Lane, Q.C. SASKATOON, SASKATCHEWAN 
Leslie M. Little, Q.C. VANCOUVER, BRITISH COLUMBIA 
Member of the Executive Committee 
James A. MacMurray SAINT JOHN, NEW BRUNSWICK 
Nancy Orr-Gaucher WESTMOUNT, QUEBEC 
Susan H. Patten ST. JOHN’S, NEWFOUNDLAND 
Ernest G. Penner STEINBACH, MANITOBA 
Guylaine Saucier, O.C. MONTREAL, QUEBEC 


Member of the Executive Committee 


Ex officio 


Frederick W. Gorbet Deputy Minister of Finance 
Member of the Executive Committee 
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SENIOR OFFICERS 





John W. Crow, Governor 
Gordon G. Thiessen, Senior Deputy Governor 


J. N. Ross Wilson, Deputy Governor 

Charles Freedman, Deputy Governor 

W. Albert McKay, Director of Administration 

Frank Faure, Adviser 

Alvin C. Lamb, Adviser 

Louise Vaillancourt-Chatillon, Adviser and 
Secretary 

William E. Alexander, Adviser 


Associate Advisers 


Jacques Clément, Chief, Securities, Montreal Div. 


Donald R. Stephenson 


Securities Department 
Vaughn O’Regan, Chief 
L. Theodore Requard, Deputy Chief 
Ian D. Clunie, Chief, Market Analysis 

and Open Market Operations 
James F. Dingle, Securities Adviser? 
Patrick E. Demerse, Securities Adviser 
Kevin J. Clinton, Securities Adviser 
Stephen L. Harris, Securities Adviser 
Donald R. Cameron, Chief, Toronto Division 


Research Department 

David E. Rose, Chief 

John G. Selody, Deputy Chief 
Paul R. Fenton, Research Adviser 


Department of Monetary and Financial Analysis 
Pierre Duguay, Chief 

R. Bruce Montador, Deputy Chief 

David J. Longworth, Research Adviser 

Clyde A. Goodlet, Research Adviser 


International Department 

John D. Murray, Chief 

Stephen S. Poloz, Deputy Chief 

Nicholas Close, Chief, Foreign Exchange 
Operations 

Brian P. J. O’Reilly, Research Adviser 


Bernard Bonin, Deputy Governor 
William R. White, Deputy Governor 
Serge Vachon, Adviser! 

Tim E. Noél, Adviser 

W. Paul Jenkins, Adviser 

John E. H. Conder, Adviser 

tsee below 


Department of Banking Operations 

Donald G. M. Bennett, Chief 

Roy L. Flett, Associate Chief 

William R. Melbourn, Deputy Chief 

Gordon B. May, Deputy Chief 

C. Ross Tousaw, Banking Operations Adviser 

Alexander G. Keith, Agent, Calgary, and 
Regional Financial Representative 


Public Debt Department 
Bonnie J. Schwab, Chief 


Secretary’s Department 

Louise Vaillancourt-Chatillon, Secretary 

Guy Thériault, Deputy Secretary 

DEBT SYSTEMS 

James M. McCormack, Program Co-ordinator 


Automation Services Department 
Daniel W.. MacDonald, Chief 


Personnel Department 
George M. Pike, Chief 
Claude J.-B. Montambault, Deputy Chief 


Department of Premises Management 
Colin J. Stephenson, Chief 
Kenneth W. Kaine, Deputy Chief 


Comptroller’s Department 
Jean-Pierre Aubry, Comptroller and Chief Accountant 
Frank J. Mahoney, Deputy Comptroller 


Audit Department 
Janet Cosier, Auditor 
Peter Koppe, Deputy Auditor 


1. Also Chairman of the Board of Directors of the Canadian Payments Association 
2. Also Alternate Chairman of the Board of Directors of the Canadian Payments Association 


+ Jacques A. Bussiéres, Adviser to the Governor, is on a leave of absence. He is serving as Governor of the Bank of 


Zambia. 
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REGIONAL REPRESENTATIVES AND AGENCIES 





Securities Department 


Montreal 

Jacques Clément, Chief, Montreal Division 
Toronto 

Donald R. Cameron, Chief, Toronto Division 
Vancouver 

Ritha Khemani, Representative 


International Department 


Montreal 

Gautam Hooja, Foreign Exchange Adviser 
Toronto 

Vacant, Foreign Exchange Adviser 


Department of Banking Operations 


Halifax 

Robert E. Burgess, Agent 

Saint John 

Kenneth T. McGill, Agent 

Montreal 

J. G. Michel Sabourin, Agent 

Ottawa 

Robert Dupont, Agent 

Toronto 

William G. Percival, Agent 

Winnipeg 

Vacant, Agent 

Regina 

Graham L. Page, Agent 

Calgary 

Alexander G. Keith, Agent 
and Regional Financial Representative 

Vancouver 

William H. Watson, Agent 
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GENERAL OBSERVATIONS 





The Bank of Canada’s annual reports, 
besides conveying its financial statements and an 
account of its activities, provide an opportunity 
to review economic and financial developments 
in the light of the Bank’s monetary policy 
responsibilities. 

These first pages aim to give a broad 
perspective. This is particularly important for 
monetary policy, because its purposes and results 
are far from captured within the limits of what 
happens in a given year. At the same time, the 
annual calendar does provide a chance to take 
stock of recent events and the progress being 
made in the direction we need to go. 

Let me begin with the economy. As we 
all know, the past year has been difficult. The 
Canadian economy has been slow to break free 
from recession. What may be less widely recog- 
nized is that this sluggishness has reflected a 
more general problem among industrial coun- 
tries. This problem has its roots in the spending/ 
debt syndrome of the latter half of the 1980s 
when unsustainable levels of spending and infla- 
tionary pressures were accompanied by sharply 
rising debt burdens. The fallout from these 
excesses has been weighing on the economies of 
a number of countries. 

The international economic environment 
has been challenging in other respects as well. 
Globalization of markets has expanded economic 
opportunities, but the associated rationalization 
of production has also added to economic uncer- 
tainties. Tensions have persisted in the area of 
international trade. And developments in Eastern 
Europe and the former Soviet Union can only 
increase the pressures on world savings. 

The next section of this report describes 
how major industrial nations have been affected 
to varying degrees by these problems. But what 
should be noted here is the extent of the impact 
in the United States, our major trading partner, 
of the persistent overhang of overvalued real 
estate and accumulated debt burdens on govern- 


ments, businesses and households. U.S. banks 
and other financial intermediaries have had a 
correspondingly difficult passage, giving rise to 
concerns about a “‘credit crunch.’’ It was not 
really possible to gauge closely how much this 
unprecedented situation would prove to be a 
brake on U.S. economic activity, but in the 
event the U.S. economy dragged all year. 

The pattern of excesses in spending, 
inflation and debt accumulation followed by a 
difficult period of recession and adjustment has 
been a feature of recent developments in Canada 
as well. Problems of this nature originating 
abroad have compounded those created domesti- 
cally. Economic expansion did begin to revive 
here in the spring. There was a pickup in areas 
of spending, such as housing, that are particu- 
larly sensitive to reductions in interest rates. But 
the economy then hesitated as the international 
demand for Canadian exports softened and 
weakness in world commodity prices persisted. 
Also, Canadian consumers remained cautious. 
Uncertainty about our economic prospects was 
by all accounts one factor in this caution, but the 
fact that Canadian households had also run up 
their debts to record levels through the second 
half of the 1980s was another. And the accumu- 
lation of public sector debt in Canada has meant 
that fiscal policies have needed to focus on defi- 
cit containment and reduction. 

Problems like these, stemming from 
excesses stretching over a number of years, by 
their very nature do not have quick solutions. At 
the same time, it is worth underlining that prog- 
ress was made in 1991 in overcoming these 
imbalances, and their drag on economic activity 
should be correspondingly less in 1992 and 
beyond. 

In Canada, one major change as we 
enter 1992 is that interest rates are much lower 
than earlier. This is a step in a good direction. Its 
effects are already being felt. And it is 
important. 
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Few will question this. The challenge is 
whether interest rates can come down still lower, 
with the prospect of staying down. 

It cannot be stated too often that the only 
way to achieve generally low interest rates is 
through lower rates of inflation and widespread 
confidence that inflation will not be allowed to 
be a threat in the future. The past year has pro- 
vided useful evidence of this. Interest rates have 
fallen across the entire maturity spectrum, 
because people have increasingly come to 
believe that Canadian money will hold its pur- 
chasing value. Indeed, rates on bank loans and 
mortgages have been lower than Canadians have 
seen in nearly 20 years. Further progress can be 
achieved as confidence grows that monetary pol- 
icy will continue to follow a path towards price 
stability. 


Building confidence in the economy 
through monetary policy 

In times like these it is particularly 
important to provide a clear perspective on what 
public policies can contribute in a lasting way to 
the economic health of the country, because no 
one policy can simultaneously address all our 
challenges. 

The unique contribution that monetary 
policy can make is to provide money that can be 
used with confidence across the whole economy. 
Only when money holds its value will it hold 
confidence. Therefore, the guiding principle for 
Canadian monetary policy has been to seek a 
rate of monetary expansion consistent with 
ensuring that the value of money is not eroded 
by inflation. 

This is important. As explained in detail 
in last year’s Annual Report, the costs of infla- 
tion are pervasive and significant. A policy that 
tolerates inflation makes it more difficult for our 
economy to realize the basic goals of sustained 
high employment and rising living standards. 
And because the costs of inflation do not fall 
equally on all Canadians, it is unfair and socially 
divisive. 

However, fostering a climate of price 
stability does take time. Given the protracted 
inflation in this country in recent decades, there 
has been a buildup of inflationary reflexes and 
an accumulation of decisions taken in the expec- 
tation that inflation was bound to persist. 


Furthermore, in the late 1980s we lost ground in 
curbing inflation on account of the boom in 
spending and the overheating in many sectors of 
the economy. Therefore, much of the effort of 
monetary policy in recent years had to be 
directed at retrieving this ground. In these 
circumstances there has been a good deal of 
scepticism about the likelihood that price 
stability would be achieved in Canada. 

To provide Canadians with a clear 
affirmation that price stability remains the goal 
of monetary policy and an indication of the time 
path for meeting that goal, formal targets for 
reducing inflation were announced jointly by the 
Bank of Canada and the Government of Canada 
in February 1991. These targets are detailed in 
the section of this report dealing with Bank of 
Canada activities. In recognition that reducing 
inflation requires a gradual, but progressive, 
approach stretching over several years, the 
targets set out the downward path for inflation 
that monetary policy will aim at over the 
medium term. 

Many people understand that inflationary 
policies are damaging to the economy. But it is 
nonetheless an article of belief among some 
observers that price stability, trust in the value 
of money, means high unemployment. This is 
clearly not the case. In Canada, during much of 
the 1950s and 1960s, a situation of virtual price 
stability was accompanied by high employment 
and strong output growth. And in countries like 
Japan and Germany, policies to preserve price 
stability have gone hand-in-hand with good 
overall economic performance. In our current 
circumstances, what will reconcile receding 
inflation and strengthening economic activity 
is the downward adjustment of expectations 
concerning future inflation and a change in 
behaviour based on these expectations. This 
adjustment in turn depends a lot on how strongly 
people believe that monetary policy will indeed 
hold to the path to price stability. The Bank of 
Canada attaches great importance to this fact. 

As for Canada’s recent inflation 
performance, 1991 began with high world oil 
prices and the introduction of the federal goods 
and services tax (GST). The headline rate of 
inflation — the 12-month increase in the 
consumer price index (CPI) — moved sharply 
higher, to almost 7 per cent, at the beginning of 


the year. And with the subsequent imposition of 
a variety of other indirect taxes by both federal 
and provincial governments, much doubt was 
expressed about the chances of any significant 
decline in inflation over the year. Not surpris- 
ingly, this scepticism extended to the first formal 
milestone of the inflation-reduction targets — that 
is, to get down to a 3 per cent pace of inflation 
by the end of 1992. 

Views appear to have shifted a great deal 
in recent months. Indeed, now it is not 
uncommon to hear the reverse — that inflation 
has collapsed and that the Bank of Canada 
should claim victory. 

I believe that a more measured assess- 
ment of developments is warranted. 

In the first place, the issue is not, as is 
so often contended, one of ‘“‘wars,’’ ‘‘defeats’’ or 
“victories.” The issue is the fundamental 
importance of having and maintaining a policy 
that provides monetary stability as a means to 
growth and productivity in our economy. 

Furthermore, the pessimism of early 
1991 was clearly overdone, and recent devel- 
opments, while very positive, do not mean that 
inflation has disappeared. However, without a 
doubt, the steady decline in price inflation has 
had favourable effects on near-term inflationary 
expectations, as well as making the inflation- 
reduction targets that stretch beyond the near 
term more generally believable, and therefore 
more readily achievable. The fact that the 
economy was able to absorb the GST and the 
other indirect tax changes without provoking an 
inflationary spiral — a process of wages chasing 
prices, prices increasing further as a result, and 
so on — has been especially welcome. Certainly, 
the Bank of Canada has sought to make 
absolutely clear that monetary policy would not 
finance such a destructive process. The way that 
the price effects of the GST have been success- 
fully absorbed has become even more widely 
recognized with the recent publication of the 
January 1992 CPI numbers. 

In addition, a slowing in the upward 
trend of underlying costs of Canadian production 
has also begun, although, as is usually the case, 
this slowing has lagged behind the slowing in 
prices. Such an adjustment is important to secure 
progress to improved economic performance in 
Canada. It is a condition for improving the 
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financial situation of businesses and providing a 
sound basis for expanding production and 
employment. 

One important way in which eased 
concerns about inflation have shown up has been 
in the behaviour of long-term interest rates. 
Since their peak in the spring of 1990 these rates 
have fallen by over 22 percentage points. The 
long-term rate differential between the United 
States and Canada has also declined appreciably 
over the period. In other words, savers and 
investors no longer demand as large an interest 
rate premium to protect themselves against 
inflation and other risks that could erode the 
value of their investments in Canada. 

In summary, but without wishing to 
downplay the inevitable uncertainties ahead, 
we appear at this stage to be “on track”’ to 
achieving the inflation-reduction targets. This 
in turn holds the promise of a constructive, 
mutually reinforcing, process: achieving the 
initial target increases confidence that those 
further out will also be met. Such confidence 
provides a firm monetary foundation for lower 
interest rates, economic recovery and a sustained 
improvement in the performance of the Canadian 
economy. This monetary contribution cannot be 
a general guarantee, but it does matter a lot. 


Recent Canadian monetary policy 

From their peak in the spring of 1990 to 
the end of February 1992, short-term interest 
rates declined by over 62 percentage points 
while long-term rates, as noted, declined by 
over 22 percentage points. Borrowing and 
deposit rates at financial institutions have fallen 
similarly. This fall in interest rates across the 
spectrum has been nourished by the increased 
confidence of holders of Canadian dollar finan- 
cial instruments (mostly Canadians) that the 
policy of reducing the rate of inflation will be 
successful. The drop in short-term rates since the 
peak in the spring of 1990 has been much greater 
than the decline in inflation. 

The recent moderate growth of the 
various measures of money and credit has lent 
support to the view that the value of money in 
Canada will be maintained and, therefore, has 
contributed to the declines in interest rates. From 
annual rates of expansion of money and credit 
running in double digits two years ago, the pace 


Annual report of the Governor 


SS I SL EE PO ASSL IE OR AIO: SONS IE BT ET AGE LE IE AE ELD OE A STE TNE I EBT IT ELS I IO a I SPE ES RO 


has slowed significantly, with the broadly 
defined monetary aggregates increasing at 
between 6 and 8 per cent and private sector 
credit increasing at about 4 per cent. 

Although the growth of the monetary 
aggregates has been reasonably well sustained, it 
tended for much of the past year to run at the 
lower end of the ranges for monetary expansion 
that we viewed as consistent, in the circum- 
stances, with the contribution that monetary 
policy could responsibly make to the expansion 
of spending in the economy. This assessment of 
the performance of these aggregates, along with 
direct evidence on the development of spending 
in the economy and on inflation, encouraged the 
Bank in its actions to foster an easing of 
monetary conditions through 1991 and in the 
first months of 1992. 

In putting its policy into effect, the Bank 
operates at the short-term end of the financial 
market, and its primary interest rate influence 
is felt at the very shortest end of that market. 
This involves influencing the rate on overnight 
financing in the money market through the 
quantity of settlement balances it makes 
available to the financial system. From time 
to time this basic cash balance technique is 
supplemented through sales or purchases of 
treasury bills. These operations, together with 
discussions of economic and financial devel- 
opments, are chronicled throughout the year in 
the published minutes of the meetings of the 
Bank of Canada’s Board of Directors. 

Beyond the shortest end of the domestic 
financial market, interest rates are determined to 
a much greater degree by the expectations and 
decisions of savers and borrowers. Of course, in 
coming to their decisions, savers and borrowers 
take account of the thrust of monetary policy and 
what they believe other economic policies of 
governments are aiming to accomplish. 

Indeed, what needs to be emphasized 
here is not the technical details of our opera- 
tions, but that those operations take place in a 
market environment that the Bank cannot dis- 
regard or override. In other words, given the 
enormous size of the money market — Government 
of Canada treasury bills alone account for some 
$150 billion — the expectations of savers and 
borrowers matter enormously. Therefore, the 
common view that the Bank of Canada can set 
short-term market interest rates in some 
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unilateral and arbitrary fashion without regard 
for the views and attitudes of savers and 
borrowers is totally unrealistic. 

What the Bank of Canada can do if 
savers and borrowers have confidence that mon- 
etary policy will lead to lower inflation, and 
what the Bank was aiming to do during 1991 in 
light of the evolving financial and economic 
climate, is to manage down short-term interest 
rates in a progressive manner. In making judg- 
ments about the pace of interest rate decline, the 
Bank naturally was influenced in the latter part 
of 1991 by the signs of a renewed hesitation in 
the economy and by the growing evidence of an 
improvement in inflation and a lessening of 
concerns that inflation would persist in the 
future. 

Participants in financial markets have 
ready access to a comprehensive range of 
economic and financial information. On this 
basis they can and do draw conclusions about 
the likely future developments in the market — 
including the course of action that the Bank of 
Canada might take. 

We seek to pursue a steady course in our 
actions. Within this steady course, we have in 
the past year sometimes encouraged a faltering 
money market and on other occasions sought to 
temper a rush of market enthusiasm that might 
have provoked a decline of short-term interest 
rates too rapid to be sustained. Abrupt changes 
can themselves be counter-productive if they 
provoke uncertainty about our monetary policy 
intentions. At all times our guiding principle has 
been to act, and be seen to act, in a way that 
maintains confidence in the commitment of the 
Bank to the progressive achievement of price 
stability. 

The Bank’s actions do not have a direct 
impact on bond markets, but an important result 
of this policy approach has been the encour- 
agement that it has provided for a pronounced 
downward movement of medium- and longer- 
term interest rates. If this seems an abstract 
point, it is worth noting that house mortgage 
rates are heavily influenced by interest rates in 
the bond market. 

Although overall monetary conditions 
eased considerably in 1991 as a result of the 
sharp drop in interest rates, the external value of 
the Canadian dollar was buoyant through much 
of the year, both against the U.S. dollar and in 
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terms of a broader measure that includes all 
major currencies. However, late in 199i the 
Canadian dollar declined in value, closing at 
about the same level as a year earlier. In the first 
two months of 1992 the Canadian dollar declined 
further and, as one would expect, the weakening 
in the exchange market spilled over into the 
Canadian money market. 

The exchange rate for the Canadian 
dollar is the net result of a range of forces, some 
domestic, some foreign. Here, however, it may 
be noted that confidence in Canadian policy 
played an important role in the foreign exchange 
market’s valuation of the Canadian dollar, even 
though interest rate differentials declined 
significantly vis-a-vis all the major countries, 
including the United States. This confidence was 
apparent in strong demand by foreigners for 
Canadian dollar securities in both the domestic 
market and the Euro-Canadian dollar market. 
Indeed, non-resident borrowers themselves 
issued a substantial quantity of securities denom- 
inated in Canadian dollars, thereby taking 
advantage of the widening appetite around the 
world for investments in Canadian dollars in a 
market for financial assets that has become 
dramatically more global in recent years. 

The external value of the Canadian dollar 
and where it fits in policy has continued to be a 
topic of much debate. Let me therefore make 
some comments on how the exchange rate fits 
into the Canadian monetary policy framework. 

Over time, the basic factor underpinning 
the value of our currency in exchange markets is 
our ability to maintain the confidence that the 
domestic value of the Canadian dollar will not be 
eroded by inflation. As pointed out earlier, it is 
this domestic objective that is fundamental for 
Canadian monetary policy. 


Accordingly, while the exchange rate 
plays an important role in the Canadian 
economy, it is not a basic target for monetary 
policy. Monetary policy is centrally about sus- 
taining a pace of monetary expansion that is non- 
inflationary in order to preserve the integrity of 
money for Canadians. 

But this does not mean that the Bank 
ignores the exchange rate when it initiates policy 
actions to affect monetary conditions. It takes 
careful account of movements in the exchange 
rate because such changes have important effects 
on aggregate demand and on prices. Further- 
more, the Bank is always sensitive to the need to 
maintain through its actions confidence in the 
Canadian dollar in the event of financial 
disturbances. 


* OK OK OK OK 


The sluggishness in demand in the past 
year provides a good example of how devel- 
opments in earlier periods can have lingering 
effects in the following years. The pile-up of 
deficits and debt during the 1980s is still being 
digested by the economic system and has 
inhibited its performance. 

There is also plenty of evidence around 
the world of the wider damage done when 
monetary confidence is lost. 

Fortunately, Canada does not need to 
share it. The investment of Canadian monetary 
policy in a stable monetary framework can now 
provide a fundamental basis for low interest rates 
as recovery proceeds. Of course, other things 
need to go right as well, but recognizing this 
does not prejudice the very real contribution that 
is being made by monetary confidence in 
supporting good economic performance. 
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ECONOMIC AND FINANCIAL DEVELOPMENTS 


International environment 





On the international front, economic 
activity in 1991 was inhibited by the after-effects 
from the excessive spending, inflation and debt 
accumulation of the latter half of the 1980s. In 
some countries the recovery from recession has 
been sluggish, while other countries have experi- 
enced a slowing from unsustainably high rates of 
expansion. The softer economic environment 
contributed to a decline in world commodity 
prices. 


Economic activity and inflation 

Those foreign economies that were 
subject to the strongest demand and inflationary 
pressures during the latter half of the 1980s, 
such as the United States and the United 
Kingdom, were among the first to tighten 
monetary conditions. However, pressures that 
had built up over this period were not easily 
reduced, and these countries experienced a 
significant slowing in the growth of domestic 
demand. 

The “‘soft landing’’ that had been hoped 
for in the United States and the United Kingdom 
actually turned into recession in the second half 
of 1990, in part because of unforeseen inter- 
national events such as the Iraqi invasion of 
Kuwait and the related volatile movements in oil 
prices, as well as the associated sharp declines in 
consumer and business confidence. 

The United States and the United 
Kingdom were still in recession at the start of 
1991. As the year progressed, there were few | 
signs of recovery in the United Kingdom, 
whereas the United States recorded positive, if 
very modest, rates of expansion. Heavy debt 
servicing requirements, combined with other 
factors such as declining real estate prices and 
relatively low levels of consumer and investor 
confidence, have contributed to the sluggishness 
of the recovery. 


Output in selected major industrial countries 


Two quarters over previous two quarters, percentage 
change at annual rates, quarterly data, seasonally adjusted 
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Germany and Japan, whose rapidly 
expanding economies had provided an impetus 
to demand in other countries through 1989 and 
1990, began to experience a slowing in the pace 
of activity in 1991. In Japan, there was some 
reversal of the earlier speculative run-up in real 
estate and stock market prices in response to 
firmer monetary conditions. And those Japanese 
financial institutions with a significant portion of 
their assets either backed by or invested directly 
in real estate and the stock market entered a 
period of consolidation after many years of rapid 
credit expansion. 

During 1990, the German economy 
operated at unsustainable levels of activity, 
driven in part by large budget deficits associated 
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with unification as western Germany transferred 
large sums to eastern Germany. As inflationary 
pressures mounted, monetary conditions 
tightened, with the result that the pace of 
economic expansion moderated through 1991. 
The economic and political uncertainty that 
surrounded events in Eastern Europe and the 
former Soviet Union, and the higher taxes that 
were introduced mid-way through the year to 
finance the transfers to eastern Germany, also 
contributed to the moderation. 

In 1991, inflation pressures eased in 
the United States and all the major overseas 
economies, with the exception of Germany 
where the level of demand remained high 
relative to available supply through the year. 


Consumer prices 


Year-over-year percentage change, quarterly data 
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Interest rates and exchange rates 

Through 1991, the marked easing of 
demand pressures and the improvement in 
inflation in most countries provided scope for 
lower short-term interest rates. 

Substantial declines in short-term interest 
rates were recorded in the United States, the 
United Kingdom and Japan. In contrast, short- 
term interest rates rose in Germany as demand 
and inflationary pressures persisted. In all 
countries, however, the anti-inflationary stance 
of policies contributed to a decline in long-term 
rates. 
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Short-term interest rates in selected major 
industrial countries 


Three-month money market interest rates, monthly data 
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Long-term interest rates in selected major 
industrial countries 


Monthly data 
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Movements in exchange rates over the 
year reflected changing interest rate differentials 
as well as a number of other economic and 
political factors. The U.S. dollar depreciated 
sharply against the major overseas currencies 
in the second half of 1990 and remained at low 
levels in early 1991 in response to weak domes- 
tic demand, declining U.S. interest rates and 
uncertainty surrounding developments in the 
Middle East. Though the dollar rebounded 
through mid-1991 on a temporary resurgence of 
consumer and investor confidence following the 
Gulf War, it subsequently declined again as the 
post-war mood dissipated, economic activity in 
the United States appeared to stall, and there was 
a further significant easing in U.S. interest rates. 


US. dollar against selected foreign currencies 


January 1991 = 100, monthly data 
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International trade and payments 

External imbalances across many of the 
major industrial countries declined further in 
1991 and are now significantly lower than the 
record levels reported in the mid- and late 1980s. 
Though much of the improvement in 1991 
_ Teflected changes in underlying economic con- 


ditions and exchange rate movements, some of it 
was due to temporary factors — among these, the 
large transfer payments received by the United 
States from Germany and Japan after the Gulf 
War. 


Current account balances 


As a percentage of GNP/GDP, quarterly data, 
seasonally adjusted 
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In 1991 trade frictions reemerged as an 
important concern. Disputes between Japan, 
Europe and the United States have attracted 
increased attention in recent months, raising 
concerns about renewed protectionism and the 
emergence of restrictions on international trade 
flows. These disputes have also impeded 
progress on the Uruguay Round of the General 
Agreement on Tariffs and Trade (GATT). These 
multilateral negotiations are of particular 
importance to Canada, which is highly depend- 
ent on world trade in both manufactured and 
primary products. 


Annual report of the Governor 





World commodity prices 

Sluggishness in industrial production in 
the major world economies and additions to 
productive capacity in commodity exporting 
countries led to further declines in world com- 
modity prices in 1991. In U.S. dollar terms, the 
average price of commodities produced in 
Canada fell to its lowest level in four years. 


General commodity price index 
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Prices of industrial materials and many 
food products were affected as well by rising 
inventories and, in the case of certain metals, a 
sharp increase in exports from the former Soviet 
Union as authorities tried to replenish their 
foreign exchange reserves. A notable exception 
in this regard was the price of wheat, which rose 
through most of the year in response to declining 
world stocks and increased import demand from 
the former Soviet Union. 

Following the sharp upward movement 
and subsequent reversal of crude oil prices 
surrounding the events in the Persian Gulf, 
world oil prices remained relatively unchanged 
through most of 1991. Withdrawal of Kuwaiti 
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Food and industrial materials prices 
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World oil prices 


U.S.$ per barrel, quarterly data 
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and Iraqi supplies from oil markets and a marked 
decline in production in the former Soviet Union 
were largely offset by increased production in 
Saudi Arabia and reduced demand in North 
America. 
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Domestic economic activity and inflation 





Total dollar spending continued to grow 
slowly in 1991, while inflation declined. The 
moderation in inflation and subsequent easing in 
monetary conditions have provided the basis for 
recovery from recession. Nonetheless, the con- 
sequences of past inflationary behaviour, such as 
rising costs and indebtedness as well as over- 
investment in certain sectors, continued to 
exercise a moderating influence on domestic 
demand, while the sluggishness of activity in the 
United States and the slowdown in the overseas 
economies dampened foreign demand. Weakness 
in world prices for commodities also had the 


effect of slowing the growth of real income and 
demand in Canada. 


Gross domestic product 


Year-over-year percentage change, quarterly data, 
seasonally adjusted 
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Aggregate demand 

The economic slowdown continued into 
the first quarter of 1991, amid disturbances 
arising from unstable oil prices, the decline in 
demand in the United States and the realignment 
of relative prices in Canada resulting from 
federal sales tax reform. The Canadian economy 
rebounded sharply in the second quarter, but 
there was virtually no growth in the remainder of 
the year. 

After posting a strong recovery in the 
second and third quarters of the year, Canadian 
exports in volume terms fell in the last quarter, 
mainly reflecting the sluggishness of the U.S. 
recovery, particularly the weakness in the 


Domestic demand and exports, 
constant dollars 


Two quarters over previous two quarters, 
percentage change at annual rates, 
quarterly data, seasonally adjusted 
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automobile sector. As noted earlier, export 
revenues and consequently national income were 
adversely affected by the weakness in world 
commodity prices. While the strength of the 
Canadian dollar undoubtedly accentuated the 
decline in export prices in Canadian dollars, it 
also contributed to the decline in import prices, 
thereby moderating the deterioration in the terms 
of trade. However, the fall in import prices was 
also a factor in the rise in imports at the expense 
of Canadian-made products. In this context, the 
Canadian trade surplus declined sharply and the 
current account deficit for the year grew by 
almost $5 billion. 


Balance of payments 


Billions of dollars, quarterly data, seasonally adjusted 
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Investment spending increased 
substantially in the energy sector, particularly in 
utilities and pipeline construction. However, 
shrinking profit margins and the generally high 
level of excess capacity led businesses in non- 
energy sectors to reduce investment further. This 
was most noticeable in commercial real estate, 
where rapid growth in recent years had produced 


Rate of capacity utilization 


Non-farm goods-producing industries, 
quarterly data, seasonally adjusted 
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a sizeable surplus that has not yet been absorbed. 
Nevertheless, the fall in interest rates, by 
reducing the cost of capital and easing the debt 
service of businesses, has created a climate 
conducive to an investment recovery. 

The efforts of most governments in 
Canada to contain their budget deficits, notably 
through tax measures which reduced the real 
disposable incomes of households, played a part 
in restraining the growth of aggregate demand. 

Faced with high levels of debt and a less 
favourable employment situation, households 
reacted to the decline in their real disposable 
income by reducing their consumption spending. 
This development, coupled with the increasing 
trend towards cross-border shopping, resulted in 
an especially pronounced drop in retail sales. 
However, the combination of the decline in 
interest rates, the fall in house prices and 
government support programs for housing has 
sparked a significant recovery in the demand for 
housing. As discussed in the next section, the 
decline in interest rates and the slowing in the 
growth of household indebtedness have also 
reversed the upward trend in the debt service 
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Indicators of household and 
business demand, constant dollars 
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costs of households, thereby lessening the 
restraining influence of this factor on the growth 
of consumer spending. 

The sluggishness of the economy resulted 
in a further drop in employment. The 
unemployment rate stood at 10.3 per cent at the 
end of the year, an increase of 1 percentage point 
compared to a year earlier. 


Regional activity 

The weakness of economic activity was 
most pronounced in Ontario. In part this 
reflected a correction from the unsustainable 
level of demand experienced during the 1988-89 
period, which had led to a rapid escalation of 
costs in Ontario and an overhang of commercial 
real estate. The relatively large reduction in 
spending on automotive products in North 
America and in the demand for durable goods 
generally also had a disproportionate influence 
on Ontario, where the production of durable 
manufactured goods is particularly important. 
The decrease in economic activity, along with 
the growing penetration of imports, eroded the 
profitability of the manufacturing sector and led 
to a substantial decline in employment in the 


province. The latter contributed in turn to a 
larger reduction in retail sales in Ontario than in 
any other region. 

The Quebec economy also experienced a 
contraction as foreign demand slowed, the prices 
of forest products, primary metals and chemicals 
fell, and the broadening of the Quebec sales tax 
dampened consumer spending. However, a 
substantial increase in investment in the electric 
power industry and the stimulation of residential 
construction by a provincial government 
program provided some support to economic 
activity. 

Considerable difficulties in the resource 
industries weakened the economies of Atlantic 
Canada, with price declines occurring in key 
commodities such as metals, forest products and 
potatoes. Lower fish landings more than offset 
the impact of higher cod prices. However, non- 
residential construction increased as a result of 
important electric power projects and site 
preparation work for the Hibernia project. 

In the Prairies a decline in the average 
price of grain received by farmers from the 
Canadian Wheat Board contributed to a decrease 
in farm incomes to still lower levels despite a 
bumper harvest. Lower prices for crude oil, 
natural gas and petrochemicals also contributed 
to employment cuts in the petroleum industry. 
While emigration further restrained consumption 
and housing demand in Manitoba and 
Saskatchewan, activity was relatively firm in 
Alberta due in part to immigration, higher 
export volumes of energy and the continuation of 
large investment projects related to natural gas, 
pulp and paper, and chemicals. Reflecting this 
relative buoyancy, employment in Alberta rose 
by | per cent during the year. 

While also facing lower commodity 
prices in key areas such as metals and pulp, 
employment in British Columbia nevertheless 
expanded by over 2 per cent during the year, 
with strong gains in transportation and utilities, 
manufacturing, and finance, insurance and real 
estate. Construction activity was buoyed by work 
on commercial projects in Vancouver and 
Victoria. Continued immigration from the rest of 
Canada and from abroad further helped support 
demand, with retail sales falling much less than 
in the other regions. 
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Unemployment rate 


Quarterly data, seasonally adjusted 
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Price and cost developments 
The slowing in the pace of total spending 


was reflected in a significant reduction in the 
underlying rate of inflation, which occurred in 
spite of the fact that the introduction of the GST 
and increases in other indirect taxes added about 
2.4 percentage points to the consumer price 
index during the year. 

After rising to 6.8 per cent following the 
introduction of the GST, the 12-month increase in 
the CPI fell to 3.8 per cent in December. This 
decline reflected in part the reversal of the 
temporary rise in oil prices at the time of the 
Persian Gulf crisis. In January 1992, the rate of 
increase in the CPI fell to 1.6 per cent as the 
direct effects of the GST dropped out of the year- 
over-year growth rate. The decline in the rate of 

increase in the CPI, excluding food and energy, 
was also significant, although less dramatic. 
Following a sharp increase attributable mainly to 
higher indirect taxes, the rate of increase of this 
index gradually declined to 5 per cent in 
December, and then to 2.9 per cent in January 


2. 
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Consumer price index 


Year-over-year percentage change, monthly data 
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Unit labour costs and GDP deflator 
at factor cost 


Year-over-year percentage change, 
quarterly data, seasonally adjusted 


Labour costs per unit 
of output 
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* Excluding federal sales tax rebate on inventories 
in the fourth quarter of 1990. 


The upward trend in production costs 


| began to moderate in 1991, although the growth 


of wages was slow to respond to the easing of 
demand. While the growth rate of the GDP 


_ deflator at factor cost — the broadest indicator of 


Canadian producer prices — remained on average 
around 2.5 per cent for a second year in a row, 
growth in average hourly earnings continued at 
over 5 per cent for almost the entire year. The 
rise in productivity contributed to a deceleration 
in the growth of unit labour costs, but it did not 
compensate fully for the gap between the 
increase in wages and that in producer prices. 
The resulting divergence between productivity 
and real wages led to a further narrowing of 


_ profit margins. 


While negotiated wage increases in 


_ major settlements decelerated more rapidly than 


the growth in average earnings, these 


_ Settlements, particularly in the private sector, 
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Corporate profits 


As a percentage of nominal GDP, 
quarterly data, seasonally adjusted 
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were also slow to reflect changing labour market Wage costs 

conditions and the decline in inflation. Towards Cuarterty data 

the end of the year, however, private sector wage 8 

settlements dropped below 3% per cent. The Year-over-year percentage change 


in fixed-weight index of average hourly earnings 


wage restraint programs introduced by the 

federal government and most provinces hastened 

the adjustment of wages in the public sector, and 6 
this contributed significantly to the deceleration 

of cost increases in Canada. 
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Domestic monetary and financial developments 





Monetary aggregates and credit market 
developments 

After growing rapidly in the late 1980s, 
the broad monetary aggregates slowed markedly 
in 1990 and slowed still further in 1991. The 
deceleration in growth reflected easing infla- 
tionary pressures and the slowing in the pace of 
economic activity. In 1991, M2 rose by 6 per 
cent and M2+ by 8 per cent, both 2 percentage 
points lower than in 1990. 

The narrow monetary aggregate M1 
actually fell in 1990 but rose by 4 per cent in 
1991. The turnaround in M1 can be attributed 
mainly to the sizable declines in interest rates, 


Household credit ! 


As a percentage of personal disposable income, 
quarterly data 
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although the growth of M1 in 1991 was less than 
would have been suggested by historical 
relationships. ' 

The growth of total household credit 
slowed to 6 per cent in 1991 in spite of lower 
interest rates. High levels of existing debt, 
increased uncertainty about future income 
growth, and expectations of lower future house 
price increases in a less inflationary environment 
all helped explain this moderation. While the 
ratio of household indebtedness to personal 


Sc “Recent developments in Canadian monetary 
aggregates,’ Bank of Canada Review, January 1992. 
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As a percentage of personal disposable income, 
quarterly data 
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Monetary aggregates and 


gross domestic product (GDP) 


Billions of dollars, monthly data, except GDP data 
which are quarterly, all data seasonally adjusted 
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M2+: 

M2 plus deposits at trust and mortgage loan companies, 
deposits and shares at credit unions and caisses 
populaires, deposits at Province of Ontario Savings 
Office and Alberta Treasury Branches, holdings of 
money market mutual funds and annuities issued 

to individuals. 


M2: 
M1 plus personal savings deposits and non-personal 
notice deposits. 


M1: 
Currency and demand deposits less private sector float. 


Credit aggregates 


Billions of dollars, quarterly data, seasonally adjusted 
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Total business credit: 
Short-term business credit plus long-term business credit. 


Short-term business credit: 

Loans and financial leases extended to, and acceptances 
and commercial paper issued by, non-financial 
businesses. Foreign currency loans are adjusted to 
exclude the effect of exchange rate movements. 


Long-term business credit: 
Bonds and equities issued by non-financial businesses. 


Total household credit: 
Consumer credit and residential mortgage loans. 


Public sector credit: 

Loans extended to, and bonds and bills issued by, 
federal, provincial and municipal governments, 
and guaranteed bonds issued by provincial and 
municipal government enterprises. 


€ Estimate for total household credit in fourth quarter. 


Note: All growth rates are calculated as the rate of change on a fourth-quarter-over-fourth-quarter basis. 
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disposable income rose further in 1991, the debt 
service ratio for households declined as interest 
rates fell through the year. This reduction in the 
debt service ratio implies an increase in discre- 
onary income in 1992. 

Total business credit grew by 2 per cent 
in 1991, down from 6 per cent in 1990. The 
slowing in the demand for credit reflected the 
cutback in investment spending and the decline 
in liquid asset holdings in response to sluggish 
output growth and low profits. There was also a 
significant shift in the composition of credit as 
businesses attempted to improve their balance 
sheets by shifting towards equity and longer- 
term bond financing. Short-term business credit, 
in contrast, declined by 2 per cent overall and by 
3 per cent at banks. 


Corporate debt-to-equity ratio 


Excluding loans with affiliated corporations, 
quarterly data 
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During 1991 there was much discussion 
in the United States of a “‘credit crunch.” This 
term has been used to describe a situation in 
which low growth of bank credit, especially to 
business, reflected an unusual reluctance on the 
part of banks to lend. In Canada, it does not 
appear that the weakness in credit at banks was 
due to a significant change in overall lending 


behaviour. Rather, the dominant factor was the 
weakness in the demand for total business credit, 
along with the shift in its composition towards 
equity and long-term debt. 

Nevertheless, there are indications that 
financial institutions have been exercising 
caution in extending credit to certain sectors, 
consistent with prudent lending practice, given 
the current state of the economy and recent loan- 
loss experience. In particular, financial inter- 
mediaries were concerned about loans for 
commercial real estate, given the rise in vacancy 
rates and the declines in property values and 
rents. 

Movements in interest rate spreads 
support the view that, overall, Canadian banks 
have been approaching their lending decisions in 
a manner consistent with past practices. Spreads 
between the prime rate and short-term market 
interest rates actually narrowed significantly over 
the last year and a half to some 70 basis points at 
year-end, well below the recent historical aver- 
age of 120 basis points. In contrast, such spreads 
widened considerably in the United States. 
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Monetary conditions 

Monetary conditions eased significantly 
in 1991 and early 1992. 

Short-term interest rates fell sharply in 
1991, with 90-day paper rates declining from 
about 11% per cent at the start of the year to 
72 per cent at year-end. While these rates 
fluctuated in the first two months of 1992, on 
balance they edged down further. 


Canada-U.S. short-term interest rates 
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During the first ten months of the year 
the Canadian dollar on a trade-weighted basis 
rose by 4% per cent despite the decline in 
interest rate differentials against all major 
industrial countries. Underpinning the currency 
was strong demand for Canadian dollar assets, 
reflecting investor confidence in the commitment 
of Canadian monetary policy to its medium-term 
objective of price stability. In the latter part of 
1991 the slowdown in capital inflows, stemming 
in large part from the further declines in interest 
rate differentials vis-a-vis the major European 
countries, contributed to the somewhat weaker 
dollar. At year-end the Canadian dollar was 
trading at about the same level as it began the 
year. The further decline in the Canadian dollar 
that began in mid-January 1992 brought the 
currency to a range of 84 to 85 cents (U.S.) 
during February. 
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As inflationary expectations were revised 
downward, Canadian long-term bond yields 
declined substantially. Administered rates 
generally came down in line with market rates 
for similar maturities, and chartered banks 
lowered their prime rate on business loans by 
4° percentage points during the year to 8 per 
cent. Mortgage rate declines were also pro- 
nounced, with one-year rates falling by 
4 percentage points to 8 per cent and 5-year 
rates by 2'2 percentage points to just under 
10 per cent by the end of 1991. Administered 
rates declined further in January 1992. The 
prime lending rate fell to 7! per cent and the 
5-year mortgage rate to 9% per cent — the lowest 
rates in nearly 20 years. 


Monetary policy operations 

For much of 1991 market expectations 
of declines in short-term interest rates were 
sufficiently strong that the Bank, in order to 
prevent unsustainably rapid reductions in rates, 
acted to temper the pace of such movements. 
The main method used was to limit the total 
supply of settlement balances that the directly 
clearing members of the Canadian Payments 
Association (CPA) maintain at the Bank of 
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Canada, relative to the amount they were seeking 
to hold. This action put upward pressure on the 
overnight cost of financing investment dealers’ 
inventories of money market instruments, with 
the call loan rate usually above the 3-month 
treasury bill rate. The Bank at times also took 
action through open market operations to restrain 
excessively rapid declines in short-term rates. It 
frequently sold treasury bills into the market and 
occasionally moved to tighten overnight 
financing through Sale and Repurchase 
Agreements (SRA). SRA involves offering to sell 
Government of Canada securities to chartered 
banks at a rate of the Bank’s choosing and to buy 
them back the next business day. 

On those occasions when overnight rates 
were higher than intended and the treasury bill 
market weakened, the Bank eased the cost of 
financing by offering, at a rate of its own 
choosing, Special Purchase and Resale Agree- 
ments (SPRA) to designated investment dealers 
and chartered banks (the jobbers). This involved 
buying short-term Government of Canada 
securities (typically treasury bills) and selling 
them back to the jobbers the next business day. 
The Bank also occasionally bought treasury bills 
outright in the market. The details of these 
various transactions are shown in Table 1. 
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Table 1 
Bank of Canada transactions 





Millions of dollars unless otherwise indicated 


Sale and Special purchase Purchase and 
repurchase and resale resale agreements 
agreements (SRA) agreements (SPRA) (PRA)! Sales and purchases 
outstanding outstanding outstanding of treasury bills? 
Number Average’ Number Average? Number Average* Sales Purchases 
of days amount of days amount of days amount 
1991 
1-15 0 0.0 0 0.0 9 363.4 
ay eee 31 0 0.0 37.9 10 303.6 ewe “ao 
1-15 0 0.0 4 180.9 11 350.0 
BALIN ASS i aa 0 0.0 3 137.8 g 362.6 a net 
1-15 0 0.0 6 270.5 10 336.4 
on 16-31 0 0.0 20.6 6 136.6 LARS oumien 
: 1-15 1 4.5 1 40.5 5 128.2 
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ie 16-31 0 0.0 0 0.0 7 103.8 Bune . 
1-15 0 0.0 1 32.0 6 105.4 
seat 16-30 0 0.0 0 0.0 4 103.2 bop eal ae 
1-15 0 0.0 | 10255 3 46.2 
July 16-31 3 67.9 1 26.7 3 27.1 relies LS 
1-15 0 0.0 0 0.0 6 130.7 
peau 16-31 0 0.0 0 0.0 5 117.9 mpeg lah patti! 
1-15 0 0.0 2 106.1 4 63.2 
Bes Beit 0 0.0 I 578 10 319.2 Pele ay SN 
1-15 0 0.0 5 220.5 2 290.7 
ese 16-31 0 0.0 2 105.0 ml 303.1 acl Lae 
1-15 0 0.0 g 2975 8 239.9 
November 16-30 0 0.0 1 43.5 ; 515 1,285.0 3-0 
1-15 0 0.0 0 0.0 8 222.8 
December i6-31 1 175 3 164.0 5 94 2220 962.6 
1992 
1-15 I 25.0 2 59.5 9 240.0 
January 16-31 0 0.0 sare 5 81.5 mini bie Sa 
February 1-15 0 0.0 1 42.0 4 oY AY 


i 


: Ordinary PRA isa form of financing available to investment dealer jobbers at their initiative, at Bank Rate and up to a predetermined 
limit. 

. Excludes purchases at tender and sales to client accounts. Includes portfolio-related switches of bills with sey market participants. 

. Average based on the number of clearing days. 
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Economic and financial developments 





Cash reserves, settlement balances and advances 





Millions of dollars unless otherwise indicated 


Chartered bank cash reserves 


Cumulative 
excess 
reserves at 
end of 
period 


1,088 
334 


leek) 
818 


1,426 
2,425 


616 
759 


253 
1,234 


1,044 
1,928 


| 951 
198 
| 319 

2,133 


1,214 
952 


1,718 
2,314 


1,848 
3,063 


1,594 
1,638 


1,619 
2,508 


931 





Advances to chartered 
banks outstanding 


Number 
of days 


Average® 
amount 


142.7 
19:6 


145.4 
148.4 


76.6 
64.1 


100.0 
88.4 


Leo 
116.7 


68.7 
55.4 


120.8 
82.1 


142.9 
89.3 


10233 
192°5: 


118.6 
43.1 


98.8 
162.7 


193.4 
190.6 


| bay ta | 
161.0 


Bale Ba) 


Directly clearing non-bank 


members of the 


Canadian Payments Association 


Average 
deposit at 
Bank of 
Canada 


Advances to non-banks 


outstanding 


Number 
of days 


18 


12 


13 


19 


15 


16 


14 


16 


14 


15 


19 


Average? 
amount 


1Sc9 


LS 


19.9 


17.8 


10.2 


10.3 


132 


1522 


Cumulative 
computed settlement 
balances of bank and 
non-bank direct 
clearers 


2,077 


625 


465 


Annual report of the Governor 





The framework linking the Bank of 
Canada to directly clearing financial institutions 
was modified as of 18 November 1991 to take 
account of changes impending under new 
financial institutions legislation (see below). One 
feature of the new system will be an increase in 
the number of advances that these financial 
institutions can be expected to take from the 
Bank of Canada. Table 1 shows the chartered 
banks’ average excess reserve position for each 
reserve-averaging period in 1991, as well as the 
average monthly settlement balances for other 
direct clearers as a group. It also shows, from 
18 November, the cumulative settlement 
balances of the direct clearers for each of the 
new averaging periods. In addition, the table 
reports the average advances outstanding. 

For banks these include $29.5 million of 
extraordinary advances outstanding on 

31 December 1991 to the Canadian Commercial 
Bank and the Northland Bank, the amount 
remaining of the advances made to these two 
banks in 1985. 


* OK KK 


Financial institutions legislation 

The federal government’s legislation on 
financial institutions, consisting of four bills 
covering banks, trust and loan companies, 
insurance companies, and co-operative credit 
institutions, received royal assent in December 
and is expected to be proclaimed in the spring of 
1992. Under the legislation, federally regulated 
financial institutions will be able to offer most 
financial services either directly or indirectly 
through subsidiaries or networking. There will 
be certain exceptions, such as the restrictions 
against selling insurance through the branches of 
deposit-taking institutions. The changes will 
result in increased competition, thereby offering 
households and firms a greater choice of 
suppliers of financial services and products, as 
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well as increased convenience. A provision in 
the legislation requires it to be reviewed in five 
years. 

The legislation maintains widely held 
ownership requirements for Schedule I banks 
and imposes a requirement (with the possibility 
of ministerial exemptions) that at least 35 per 
cent of the voting shares of other financial 
institutions with over $750 million in equity be 
widely held. The Minister of Finance must 
approve all significant ownership changes. 

A number of measures have been 
introduced to improve prudential safeguards. 
First, transactions of regulated financial 
institutions with related parties have been 
banned, with certain exceptions. Second, the 
Office of the Superintendent of Financial 
Institutions will have the power to obtain 
information from upstream companies or 
affiliates of regulated financial institutions. 
Finally, the role of boards of directors of 
financial institutions has been strengthened. 

Of particular relevance for the way 
monetary policy is implemented is the elim- 
ination of legislated reserve requirements for 
chartered banks. Secondary reserve requirements 
will be eliminated immediately upon procla- 
mation of the legislation, while primary reserve 
requirements will be phased out over a two-year 
period. In response both to this legislated phase- 
out and to the declines in required reserve 
deposits that have occurred in recent years, on 
18 November 1991 the Bank of Canada changed 
the framework for implementing monetary 
policy on a day-to-day basis as outlined in 
Discussion Paper No. 3.” The new system will 
permit the Bank to exercise a degree of influence 
over very short-term interest rates similar to that 
under the previous system. 


? The Implementation of Monetary Policy in a System with 
Zero Reserve Requirements, Discussion Paper No. 3, 
revised September 1991. 








BANK OF CANADA ACTIVITIES 





The Bank of Canada’s activities relate 
to the four major functions set out in the Bank 
of Canada Act: monetary policy formulation; 
banking activities; the issue of bank notes; and 
management of Government of Canada debt. 


Monetary policy formulation 

In the area of monetary policy, the 
responsibility of the Bank of Canada is to 
contribute to good general economic perform- 
ance in Canada. As discussed in the General 
Observations section of this report, this means 
managing the rate of monetary expansion in a 
way that is consistent with ensuring that the 
value of money is not eroded by persistent infla- 
tion. To this end, in February 1991 the Bank of 
Canada and the Government of Canada jointly 
announced targets for reducing inflation in 
Canada. The specific targets are to reduce the 
year-over-year rate of increase in the consumer 
price index to: 


3 per cent by the end of 1992 

2 per cent by the middle of 1994 

2 per cent by the end of 1995. 

Thereafter, the objective would be further 
reductions in inflation until price stability 
was achieved. While a good deal of work 
has already been done on what stability 
in the general level of prices means 
operationally, a more precise definition 
of price stability has not been specified in 
the event that further evidence and 
analysis become available over the next 
few years.' 


' For more discussion of the inflation-reduction targets see 
“Background note on the targets,’ Bank of Canada 
Review, March 1991, and *‘Targets for reducing inflation: 
Further operational and measurement considerations,” 
Bank of Canada Review, September 1991. 


Monetary policy formulation involves 
the choice of a path of monetary expansion 
consistent with achieving the policy objectives 
embodied in the inflation-reduction targets. In 
determining the path and the appropriate 
monetary conditions to bring it about, the Bank 
assesses financial and economic developments 
in Canada and abroad. This process involves 
meetings with industry associations and indi- 
vidual companies, liaison with financial market 
participants, and a wide range of other contacts, 
along with the examination of economic and 
financial statistics. 

To keep abreast of international devel- 
opments, and as part of its involvement in 
international financial matters, the Bank par- 
ticipates in international meetings, including 
those of the finance ministers and central bank 
governors of the Group of Seven Countries 
(the G-7), the Organisation for Economic 
Co-operation and Development, the Bank for 
International Settlements and the International 
Monetary Fund (IMF). 

On the basis of information gathered 
from both domestic and international sources, 
supplemented by studies on how the economy 
works, economists at the Bank prepare analyses 
of economic and financial developments. These 
feed directly into the process for making 
decisions about monetary policy. 

Senior staff also discuss policy issues and 
progress in meeting objectives with a variety of 
groups in Canada. In 1991 the Governor gave six 
formal speeches to groups representing a cross- 
section of the economy from Vancouver to Saint 
John, and he appeared on two occasions before 
parliamentary committees. As well, the 
Governor and senior officers of the Bank met 
informally on more than 125 occasions during 
the year with academics, interest groups, 
industry and financial groups, and provincial 
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public servants across the country, exchanging 
information on the state of the national and 
regional economies. 

Bank staff on occasion provide technical 
assistance to developing countries, typically 
through the IMF. As well, the Bank has agreed to 
provide technical assistance under the auspices 
of the IMF to the central banks of the Eastern 
European reforming economies and the republics 
of the former Soviet Union. 


Banking activities 

Under the Bank of Canada Act, the Bank 
undertakes a variety of banking activities. These 
are mainly operations supporting the implemen- 
tation of monetary policy and the provision of 
banking services for the government and other 
clients. 


Implementation of monetary policy 

The implementation of monetary policy 
involves bringing about the setting of monetary 
conditions consistent with the desired path of 
monetary expansion. The Bank’s ability to affect 
monetary conditions flows primarily from its 
influence on the rate of financing in the over- 
night market. This influence comes about mainly 
through its daily decisions on the availability of 
settlement balances to financial institutions 
directly involved in the clearing of cheques and 
other payment items. As discussed earlier in the 
section of this report on the Bank’s monetary 
policy operations, actions to adjust the quantity 
of these balances are supplemented from time to 
time with special financing arrangements 
(Special Purchase and Resale Agreements and 
Sale and Repurchase Agreements) for designated 
money market participants and with outright 
purchases or sales of Government of Canada 
treasury bills.’ 

In 1991, the Bank made purchases, net 
of maturities, of $32.9 billion of newly-issued 
treasury bills. Its purchases were used primarily 
in open market operations, although it also sold 
over $6.3 billion to clients (central banks, 
Government of Canada accounts and interna- 


For further discussion of the Bank’s primary technique 
for implementing monetary policy see ‘“‘Bank of Canada 
cash management: The main technique for implementing 
monetary policy,” Bank of Canada Review, January 
1991. 
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tional agencies). After taking account of net 
sales in the market for monetary policy 
purposes, the Bank’s holdings of bills increased 
by almost $2.6 billion during the year. These 
assets were acquired in the main as the counter- 
part to the increase in the Bank’s liabilities for 
bank notes and deposits of financial institutions. 


Managing the federal government’s cash 
position 

The Bank actively manages the 
government’s cash balances, in conjunction with 
the Department of Finance, in order to minimize 
the cost of the government’s liquidity and debt 
service requirements. The regular treasury bill 
tender varied in 1991 from week to week 
between $5 billion and $7.2 billion, depending 
on cash needs. Using the cash management swap 
technique introduced in 1991, the Exchange 
Fund Account (EFA) swapped some of its foreign 
currency assets for Canadian dollars with 
Canadian banks for terms from one day to three 
months. This arrangement helped to reduce the 
need for cash management bills (treasury bills 
with terms shorter than three months — as short 
as 11 days in 1991). Thus, there were 11 issues 
of these bills in 1991, totalling $13.5 billion, 
against 22 issues totalling $24 billion in 1990. 
In addition, in order to limit the government’s 
demand deposit balances to the minimum 
necessary cushion for implementing monetary 
policy and for government payments, cash 
balances in excess of daily requirements were 
auctioned to direct clearers for specific terms of 
one to ten days; the daily amount outstanding of 
such term balances averaged $1.9 billion in 
1991, and ranged between none and $6.4 billion. 
Shares of demand deposits were auctioned to the 
direct clearers for each semi-monthly reserve- 
averaging period.° 


Exchange Fund Account 

The Bank, acting on behalf of the 
Minister of Finance, intervenes in the foreign 
exchange market to help maintain orderly con- 
ditions and manages the asset portfolio of the 


> See “Receiver General deposit auctions: A technical 
note,’ Bank of Canada Review, August 1991. 


Exchange Fund Account. Intervention in the 
market generally involves the purchase or sale of 
U.S. dollars in exchange for Canadian dollars. 
As well, the Bank intervenes in other currencies, 
notably German marks and Japanese yen, 
usually in concert with central banks of other 
major industrial countries (the G-7). With the 
higher level of official reserves in recent years, 
the resources devoted by the Bank to managing 
the portfolio have increased, including the 
acquisition of automated systems for reserve 
investment decisions. 

Canada’s official reserves declined by 
the equivalent of U.S.$1,679 million in 1991, to 
U.S.$16,901 million at year-end. This decline 
was more than accounted for by the introduction 
of EFA cash management swaps, discussed 
above, of which U.S.$2 billion were outstanding 
at year-end. As well, there were net repayments 
of U.S.$929 million of Canada Bills, issued in 
the United States, bringing the amount outstand- 
ing at the end of 1991 to U.S.$38.5 million. 


_ Foreign central banks 


The Bank of Canada maintains deposit 
accounts for 57 foreign central banks, thereby 
facilitating the official transactions that these 
banks or their governments may have in 
Canadian dollars. In 1991, the Bank of Canada 
entered into an agreement with the central bank 


_ of Mexico which provided for establishment of a 
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_ reciprocal standby currency facility and for 
_ regular consultation on financial and economic 


matters. There have been no drawings on the 
facility. A similar facility has been in place with 
the U.S. Federal Reserve Bank of New York 
since 1962. As well, with the concurrence of the 
Minister of Finance, the Bank participated with 
monetary authorities of other industrial countries 
in a bridge-financing arrangement for Romania. 
Canada’s share in this multilateral facility, which 
was related to IMF financing, was U.S.$10 million. 
Romania fully repaid all drawings under the 
facility prior to maturity. 


Other banking activities 
The Bank of Canada acts as registrar of 
Notices of Intention by the chartered banks to 


_ take security for loans, in the form of certain 
classes of equipment and inventory, under 

_ Section 178 of the Bank Act. As well, unclaimed 
_ chartered bank balances are transferred to the 

_ Bank for custody after being inactive for ten 


Bank of Canada activities 


years; the central records of these balances may 
be reviewed by the public free of charge at any 
Bank of Canada Agency. This regime for 
unclaimed balances will be extended to federally 
incorporated trust and loan companies under the 
new federal legislation. 

The Bank plays an advisory role with 
respect to the regulation and supervision of 
financial institutions. To ensure close co- 
ordination between the Bank’s lender of last 
resort responsibility and the supervisory 
activities of the Office of the Superintendent 
of Financial Institutions, the Governor is an 
ex officio member of the Financial Institutions 
Supervisory Committee, chaired by the 
Superintendent. The Governor is also an 
ex officio member of the Board of Directors of 
the Canada Deposit Insurance Corporation. 

To ensure proper risk management in 
Canada’s clearing and settlement systems and to 
meet its own operating requirements, the Bank is 
involved in a number of areas: it is co-operating 
with other members of the Canadian Payments 
Association in an examination of proposals for a 
large-value transfer system; it is co-operating 
with the Canadian Depository for Securities in 
the development of a debt clearing service to 
handle the clearing and settlement of debt and 
money market securities transactions; it is a 
member of committees set up in Canada to study 
the feasibility of implementing the recommen- 
dations of the report of the Group of Thirty on 
clearing and settlement systems for securities 
transactions; and it is involved in discussions 
with financial institutions concerning a 
multilateral foreign exchange netting mechanism. 


Bank note issue 

The Bank must ensure that the need for 
bank notes is met in an effective manner across 
the country and that the notes are readily 
accepted without concerns about counterfeiting. 
Notes are issued by the Bank to meet the 
public’s demand for additional notes and to 
replace worn notes taken out of circulation. 
Besides issuing new notes, the Bank reissues 
used notes still fit for circulation that have been 
returned by financial institutions that find 
themselves with an excess supply. At the end of 
1991, the value of notes in circulation amounted 
to $24.5 billion, some 90 per cent of the Bank of 
Canada’s total liabilities. 

The volume of notes processed by the 


33 


Annual report of the Governor 


Bank notes 


Billions of notes 








2.4 
Logarithmic scale 
ee 
2.0 
1.8 
Notes issued 
by the Bank 
1.6 Ys 
1.4 sea notes returned 
5 to the Bank 
eZ 
1.0 =e 
Notes in circulation 
8 
1980 82 84 86 88 90 


Bank, at its Agencies across the country, 
increased again in 1991 following a pause after 
the Bank stopped issuing the $1 note in mid- 
1989. Over 4.5 billion notes were processed, 
reflecting withdrawals of notes by financial 
institutions and the return of used notes to the 
Bank by those institutions. 

Note processing is heaviest at the 
Montreal and Toronto Agencies, each of which 
accounted for over one-quarter of the total in 
1991. Since the present facilities were built, in 
1950 in Montreal and in 1958 in Toronto, the 
volume of bank notes processed in each of these 
centres has increased about tenfold. In order to 
handle current volumes more efficiently, as well 
as projected increases in volumes, the Bank is 
constructing new cash processing centres outside 
the financial core in both Montreal and Toronto. 
These centres will use newer technology that 
will improve productivity. The new Montreal 
operations centre is scheduled to be fully 
operational by mid-1993 and the Toronto centre 
about a year later. 

As part of its program to deter counter- 
feiting, the Bank is acquiring additional 
equipment to produce its Optical Security 
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Device (OSD) and to apply it to bank notes. This 
equipment is required in order to include the OSD 
on a new $20 note, planned to be issued in 1993. 
The $20 note is the most heavily used Canadian 
note, accounting for over 30 per cent of the total 
number of notes in circulation. The OSD is 
already applied to the new $50 and $100 notes, 
introduced in 1989 and 1990. 


Management of Government of Canada 
debt 

As statutory fiscal agent for the govern- 
ment, the Bank of Canada acts as adviser and 
administrator for new debt issues and is 
responsible for servicing and eventually 
redeeming outstanding debt. In 1991, the 
government’s Canadian dollar market debt 
outstanding — marketable bonds, treasury bills 
and Canada Savings Bonds — increased by 
$32.6 billion to $340.7 billion.* Over one-half 
of the increase in outstanding debt was in the 
form of marketable bonds, which rose to 
46.2 per cent of the total. Nearly 75 per cent of 
the dollar value of the bond program was sold at 
auction, with the rest distributed on a fixed- 
price basis by syndicates of investment dealers 
and banks. The program included the first issue, 
$700 million, of Real Return Bonds, whose 
nominal return is linked to the consumer 
price index. 

Treasury bills were relied on to a 
somewhat lesser extent in 1991 than in 1990 and 
their proportion of the outstanding domestic 
market debt decreased from the record level of 
43.9 per cent in 1990 to 43.3 per cent. The 
average term of the marketable portion of the 
outstanding domestic debt (bonds and treasury 
bills) rose by 4 months, to 4 years and 5 months. 
The proportion of the Canadian dollar market 
debt on which interest rates are adjusted within a 
year (including $4.9 billion of Canadian dollar 
interest rate swaps outstanding at the end of 
1991) declined during the year from 60.6 per 
cent to 59.7 per cent. 

The amount of Canada Savings Bonds 
(CSBs) outstanding rose by $1.4 billion in 1991 





In addition, the government debt included foreign 
currency debt and non-market debt issued to Government 
of Canada accounts, almost all of it to superannuation 
accounts. 
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following two years of significant declines. 
Gross sales of the new issue of CSBs were 

$9.6 billion. Nonetheless, the proportion of 
outstanding domestic market debt in the form of 
CSBs decreased further, to 10.5 per cent, less 
than half of the proportion at the recent peak in 
1987. 





The Bank is responsible for the integrity 
of the domestic public debt records and for the 
accuracy and efficiency of the payments it makes 
on behalf of the government for interest and debt 
redemption. The volume of processing involved 
in administering the debt decreased in 1991 for 
the second year in a row. The reductions were 
related to both CSBs and marketable bonds. 

CSBs account for three-quarters or more 
of the total processing volume each year. In 
1991, there was a further substantial reduction 
in the number of CSB certificates redeemed. 
However, this was partly offset by the larger CSB 
sales and by an increase in servicing activity, as 
the Bank was required, starting with the 1990 
series, to begin reporting to CSB holders accrued 
interest income each year on compound-interest 
CSBs. 

A decrease in the past two years in 
processing related to marketable bonds has 
mainly been the result of the inclusion of these 
bonds in the computerized clearing and settle- 
ment systems of the Canadian Depository for 
Securities. This initiative has led to a substantial 
decline in the number of certificates processed as 
well as a consolidation of interest payments. 

The Bank is developing an automated 
register for marketable government bonds to 
replace the current paper-based system. This 
change will provide a more effective and secure 
processing environment than is possible with a 
manual system. 
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BANK OF CANADA OPERATING EXPENSES 





The Bank of Canada operates under the 
management of a Board of Directors. The Board 
approves objectives, plans and the budget for the 
Bank after reviewing proposals to ensure that 
activities are carried out effectively and 
economically. 

The plan of activities and the budget for 
1991, which were approved in December 1990, 
were subsequently modified to ensure that the 
level of expenditures would be fully consistent 
with the federal government’s expenditure re- 
straint program introduced on 26 February 1991. 
A number of projects were postponed or can- 
celled and staff requirements were curtailed in 
order to constrain expenditures in 1991. In addi- 
tion to reducing the 1991 budget, the Board 
_ approved an objective of holding the average 
annual growth in operating expenses below 3 per 
cent over the next five years. Within this target, 
_ the Bank must accommodate the impact of the 
_ construction and future use of the new cash pro- 
_ cessing centres in Montreal and Toronto, as well 
__as the introduction of a new $20 note incorporat- 
ing the Optical Security Device. In order to 
accommodate above-average growth rates in 
1994 and 1995 when the peak impact of these 
projects will occur, the growth in operating 
expenses will have to be held below 3 per cent 
in 1992 and 1993. 
| The Bank’s operating expenses for 1991 
' came in below budget and were held to the 1990 
' level. Apart from the effect of the GST, expenses 
were 2 per cent lower than in 1990. The compo- 
_ sition of the Bank’s operating expenses is shown 

in the following table. 


| Operating expenses 
_ Millions of dollars 


| 1991 1990 
_ Staff expenses 97.5 96.0 
Bank note costs 41.7 41.5 
_ Other expenses 49.2 48.4 
_ Depreciation re 20.1 

Operating expenses 205.6 206.0 


In 1991, the total salary bill rose by less 
than 2 per cent. An increase in wage rates and 
salary ranges approved at the end of 1990 and a 
shift in the mix of skills employed resulted in an 
increase in the average salary paid. At the same 
time, total staff years employed during 1991 
(including temporary, part-time and overtime 
work but excluding staff engaged in maintaining 
the premises) fell from 2,301 to 2,193, a decline 
of 4.7 per cent from 1990. 

For 1992, there will be a further decline 
in staff years employed of almost one per cent, 
and there is no increase in wage rates or in salary 
ranges. Senior managers’ salaries are frozen. For 
other salaried staff, individual salary levels were 
reviewed under the Bank’s compensation policy 
and adjustments within salary ranges were made 
in those cases where the salary level was not 
consistent with the level of performance. In total 
these adjustments were comparable to the annual 
step increases that take place within the salary 
ranges for federal government employees. 

Bank note expenditures are mainly for 
the purchase and shipping across the country of 
new bills printed for the Bank by the B A Bank- 
note and the Canadian Bank Note companies in 
Ottawa. The number of Optical Security Devices 
produced and applied to notes continued to rise 
in 1991 with the growing number of new $50 
and $100 notes issued. In addition, about 5 per 
cent of the bank note expenditures reflect the 
costs of research to improve security features 
and processing. Recently developed equipment 
has enabled the Bank to recover and reissue a 
higher proportion of the used notes it receives on 
deposit and to reduce the orders for new notes. 

A significant factor adding to the “‘Other 
expenses” of the Bank in 1991 was the initial 
costs associated with a shift to external suppliers 
of cleaning services for the Bank’s buildings. 
Savings from the contracting out of this work 
are expected to be $1.5 million in 1992 and 
$2 million annually thereafter. 
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The depreciation charge for the use of 
buildings and equipment fell in 1991 following 
the large initial allowance for depreciation asso- 
ciated with a major replacement of computers in 
1990. However, depreciation expenses will rise 
over the next few years as the new cash centres 
in Montreal and Toronto are completed and 
equipped, and additional equipment is brought 
on stream to produce and apply Optical Security 
Devices. 

The Bank has taken action to increase the 
recovery of costs for providing certain services © 
and is examining the feasibility of further steps 
in this direction. The fees charged for wire trans- 
fers and other same-day services relating to 
Government of Canada bond transactions were 
extended in 1991 to include treasury bills. An 
entrance fee to the Bank’s Currency Museum 
was introduced in 1991. Authority has been 
sought to adjust the fees charged for the registra- 
tion of the intention to pledge certain assets for 
loan security under Section 178 of the Bank Act. 
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Operating cost by function 

The following chart shows how the 
Bank’s total operating costs of $205.6 million 
are allocated to its major functions: 


Management of 
government debt 
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Operating costs related to the formula- 
tion of monetary policy amounted to about 
$39 million in 1991. About three-quarters of the 
total was related to the assessment of financial 
and economic conditions in Canada and abroad 
and the economic outlook. The balance of the 
costs was associated with more in-depth research 
into the operation of the economy and financial 
markets. 


Banking activities 
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The net cost of banking activities was 
almost $19 million for the year. About two- 
thirds of these costs were for the administration 
of accounts and market operations where there is 
little scope for cost recovery. ‘‘Other services”’ 
accounted for almost one-quarter of banking 
activity costs and related mainly to advances to 
members of the Canadian Payments Association, 
administration of unclaimed bank balances and 
management of the national currency collection 
and museum. 


Bank of Canada operating expenses 
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The operating costs associated with the 
issue of bank notes totalled $86 million. The 
production costs, representing about 60 per cent, 
included the purchase of new notes and the cost 
of producing and applying an Optical Security 
Device to the higher denomination notes. 
Distribution costs, the next largest component, 
related to the transport of new notes to the 
Bank’s Agencies, processing of orders and 
returns of notes from banks. Research costs 
mainly reflected the development of bank note 
security features. 


Management of government debt 


Canada Savings Bonds 





The cost of managing the Government of 
Canada debt totalled $62 million. By law, the 
Bank provides such fiscal agency services 
without charge, with the level of these activities 
dependent upon the government’s requirements. 
About two-thirds of the total costs were 
associated with the processing of Canada 
Savings Bonds, which are much more widely 
held than marketable bonds and treasury bills. 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


RAYMOND, CHABOT, MARTIN, PARE PEAT MARWICK THORNE 


AUDITORS' REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at December 31, 
1991 and the statement of revenue and expense for the year then ended. These financial 
statements are the responsibility of the Bank's management. Our responsibility is to express an 
opinion on these financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether the 
financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also 
includes assessing the accounting principles used and significant estimates made by 
management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at December 31, 1991 and the results of its operations for the year then 
ended in accordance with the accompanying summary of significant accounting policies applied 
on a basis consistent with the preceding year. 


Chartered Accountants 
Ottawa, Canada 


January 24, 1992 
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Bank of Canada 


Statement of revenue and expense 


Financial statements 





Year ended 31 December 1991 
(with comparative figures for 1990) 


REVENUE: 


Revenue from investments, net of interest 
mandon deposits of $39.0 ($46.7 in 1990)... 2. ccc eke cece ce we cee aes 


OPERATING EXPENSES: 


Staff expenses (note 2): 


SET CSS ee 


S's B10) 6) 8 2) (0) & ip (a) a © (0) 0) 0) 0 186) 0 6b 6 oe 6 Bl 6 6 6 & 6 01's se e's 4's 


Contributions to pension and insurance funds ..................... 


Travel and staff transfers 
Other staff expenses..... 


BEAR TIBOLC COSUS» cic cox 4s aoe 9 


Other expenses: 


Piet ee ee Sp 6, @) ep SS) SS Sere (6) 6) 8 6S 6 em we @f we. wi ons Ke! ow late 


ey 


2) 2. SP LPs 0 6 9s 5 4/6: € 6S 16 (0, 6) ©) 6, 6).8 8.0) B18 58) 6:0 10. * s)e © 6 818 


Premises maintenance — net of rental income .....................: 
SPreceeMiiCipal AG DUSINCSS: vs assay 04.6.6 604s oe oak eee eee eae 


SEC LOLS TOCS 305. a8 
Auditors’ fees and expenses 


S COSMO SHES ESP AE KHER RHO SCM ROR CO 4 OD 


2 | 


Ie OaCESSING ANU COMPUIET COSLS; cou ae sat. 5 oak eee care elt Paw ce 


Printing of publications 
Other printing and stationery 
Postage and express..... 
Telecommunications .... 


e016 © 0 0 (8) 6.6 bb) 3.2 8) ©/6\ 6 S20 Chub oS 6) <6) .2 16, 0) 0) 0) Oe. 6:84.00 eee 


6 © 60) +, @ 0 8 6, © 9.0) 0 © © 0 @ ©) 0 © 0 © 6 © «0 8 6.00 C16 6) 6 


ey 


2 6% Ble 6 9:6 0 6 @ ols: &'s ow. © vO U0  ‘e)  ©) 0 6) © @ (0 6 6, 3. 08) 6 


oe) @ (0) [e)'p\ © ee, (8.0) 6. 0) 6118 '@, 86: 18) |e. we: 8 0 0) .8. 16) Owes @ (6) {6 ‘6 8 


=_preciation on buildings and equipment ...............0c00ccnececces 


NET REVENUE PAID TO 


RECEIVER GENERAL FOR CANADA ........... 0... cece eee 


1991 


Millions of dollars 


$2,324.4 


49.2 


17.2 
205.6 


$2,118.8 


1990 


$2,614.5 





(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1991 
(with comparative figures for 1990) 


ASSETS 


Deposits payable in foreign currencies: 


Me ram SLE AT SM as et vse reek og LY dita cl cree de da, ROE ee ee a eS 
QOUMETICUITEN CIOS mere ed soa oa clone ud hele acel aice eee emu n aaeeraee 


Advances to members of the Canadian Payments Association (note 8) ... 


Investments — at amortized values: 


PT CURIE Vs OMSEOE CATIA AM Ob ac 5: Sale oe 3.0 « epacapa err uaa aeapewennanes 


Other securities issued or guaranteed by 


Calas Mature Wiliitr thlLeG YCAalsaa. ca-cs as ae eee ee ae 


Other securities issued or guaranteed by 


Canadanoumauring within three years  i..4.55 es a ee eee oom 
OCUDCEANVESIMCNTS 2.0. cue Sr ae Shi siwthas cig-y emeyenre a ane nee certs 


Bank premises: (MOter4) Ooo c nos ec an chs mie ors Wo ee oak Soctheeeeyre 
CHC BSSEES rt roa seg wae i has re Soe es hee ed eee ee ca 


1991 


Millions of dollars 


$ 230.7 


6.2 


236.9 
1,173.9 


12,819.1 


3,920.1 


5,356.6 


3,002.9 


25,098.7 
196.6 
339.0 


$27,045.1 





(See accompanying notes to the financial statements) 
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1990 


$ 343.8 


24.0 


367.8 
470.7 


10,247.8 
BV 2 Pi: 


>, Fa 
3,863.7 


23,862.1 
167.6 
406.3 


$25 274.5 





Financial statements 


LIABILITIES 


aE PaAESERUA POLE NETS CEMOLE ON J ci 2 c82 a aso ale ood od RV rs A phos hn Sk > ote ass ee 
aL TTL ETI OE 9 gS a eee cee Oe RE RD ne de esr Re ast 
ESS TIE Spee yea ee Reon oye 5. ee A a tgs 0 OT Ee, 
Deposits: 
Sa ARTE EW G07 24 FS lina ICE eo ee ne Se 
TEU ATK OI Ping fetes ae PIG ein er kia, ON ty AER 
Other members of the Canadian 
PEM te SOL AAION S22 se ec ae OR ore Ge RS aac Eee 
MSE IIS Ohne a eae an Os MOR ky nate nice eato eae 


Liabilities payable in foreign currencies: 
Senate RANN TAL OTs WO ANVAC A oy 20g AER sil es echt nl woe AG vc ele 
IS ANILES A ie tne Soe bist to MRE kate Ak. Casha hack Raaeoes 


Governor, J. W. CROW 


1991 


Millions of dollars 


$ 5.0 
25.0 
24,481.4 


21.0 
1,617.9 


133.6 


559.4 


2,331.9 


95.6 
106.2 


$27,045.1 


1990 


$ 5.0 


22,970.0 


10.6 
1,458.3 


134.0 


405.8 


2,008.7 


210.4 
55.4 


$25,274.5 


Chief Accountant, J.-P. AUBRY 
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Bank of Canada 
Notes to the financial statements 





Year ended 31 December 1991 


- 


Significant accounting policies: 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada 


Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


2. 


a) Revenues and expenses: 


Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank 
ordered to be wound up where interest is recorded as received. 


b) Investments: 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at cost ad- 
justed for amortization of purchase discounts and premiums. The amortization as well as gains and losses on 
disposition are included in revenue. 

c) Translation of foreign currencies: 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 

d) Bank premises: 


Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated deprecia- 
tion. Depreciation is calculated on the declining balance method using the following annual rates: 


Asset Rate 


Buildings 5% 
Computer equipment 35% 
Other equipment 20% 


A full year of depreciation is charged against assets in the year of acquisition, except for Projects in progress 
which are depreciated from the point of substantial completion. No depreciation is taken on assets in the year 
of disposal. 

e) Pension plan: 
Pension plan expense is recorded on the basis of the Bank’s contributions. Actuarial surpluses or deficiencies, 
if any, are amortized over periods not exceeding those provided for by the Pension Benefits Standards Act, 
1985, and the regular contributions are adjusted accordingly. 

f) Insurance: 


The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contsactual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 


Staff expenses: 
Wages and benefits of Bank staff engaged in premises maintenance are not included in this category but rather as part 


of the Premises maintenance expenses. 


a 


Other expenses - net: 
Other expenses - net includes expenses recovered through fees for a variety of services provided by the Bank. In the 


past, these recoveries ($0.7 million in both 1990 and 1991) were recorded in Revenue. 
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4. Bank premises: 
1991 1990 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings $174.6 $ 79.2 $ 95.4 $173.8 $ 74.3 $ 99.5 
Computer equipment 43.4 Se 11.7 40.6 Bae ee ea | 
Other equipment 68.6 44.2 24.4 62.9 38.2 24.7 
286.6 155.1 131.5 210i 138.0 139.3 
Projects in progress 65.1 - 65.1 28.3 ~ 28.3 
$351.7 $155.1 $196.6 $305.6 $138.0 $167.6 
5. Capital: 


The authorized capital of the Bank is $5.0 million divided into 100,000 shares of the par value of $50 each. The shares 
are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is holding 
them on behalf of Canada. 


6. Rest fund: 


The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accordance 
with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of $25.0 
million in 1955. Subsequently, all net revenues have been paid to the Receiver General for Canada. 


7. Commitments: 


_ As at 31 December 1991, outstanding commitments under contracts for new buildings and equipment totalled $65 
million. These contracts call for payments over the next three years and pertain to the Bank’s responsibility for the issuance 
of bank notes. 


8. Legal matters: 


Advances include a total of $29.5 million ($29.6 million in 1990) provided to the Canadian Commercial Bank and the 
Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it 
is the opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the case of the 
Canadian Commercial Bank, two issues are being considered by the courts. On 14 March 1991, the Alberta Court of Appeal 
reversed the decision of the Alberta Court of Queen’s Bench and ruled that interest received from the loan portfolio does 
form part of the Bank of Canada’s security. On 14 November 1991, leave was granted to the liquidator to appeal this decision 
to the Supreme Court of Canada. The liquidator’s conclusion that loans made by the Canadian Commercial Bank in Cali- 
fornia form part of the Bank of Canada’s security has been challenged and this issue is to be tried in the Alberta Court of 
Queen’s Bench. In the event of a final legal determination that all of the interest or all of the California loan portfolio is not 
included in the security, it could result in some adjustment to amounts which have been recorded in income. The information 
available at the present time is not sufficient to estimate the potential magnitude of such an adjustment. 
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BOARD OF DIRECTORS 





John W. Crow 


Gordon G. Thiessen 


Jalynn H. Bennett 


John T. Douglas 
William A. Graham 
Brian R. Heidecker 


Frederick E. Hyndman 


Harold W. Lane, Q.C. 
Pestie M. Little, Q.C. 


James A. MacMurray 
Nancy Orr-Gaucher 
Susan H. Patten 


Ernest G. Penner 


Ex officio 


Frederick W. Gorbet 


Governor 
Member of the Executive Committee 


Senior Deputy Governor 
Member of the Executive Committee 


TORONTO, ONTARIO 
Member of the Executive Committee 


NEW GLASGOW, NOVA SCOTIA 
LONDON, ONTARIO 


CORONATION, ALBERTA 
Member of the Executive Committee 


CHARLOTTETOWN, PRINCE EDWARD ISLAND 
Member of the Executive Committee 


SASKATOON, SASKATCHEWAN 


VANCOUVER, BRITISH COLUMBIA 
Member of the Executive Committee 


SAINT JOHN, NEW BRUNSWICK 
WESTMOUNT, QUEBEC 

ST. JOHN’S, NEWFOUNDLAND 
STEINBACH, MANITOBA 


Deputy Minister of Finance 
Member of the Executive Committee 
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SENIOR OFFICERS 





John W. Crow, Governor 
Gordon G. Thiessen, Senior Deputy Governor 


J. N. Ross Wilson, Deputy Governor 
Charles Freedman, Deputy Governor 
Alvin C. Lamb, Director of Administration 
Frank Faure, Adviser 
W. Paul Jenkins, Adviser 

William E. Alexander, Adviser 


Associate Advisers 


Jacques Clément, Chief, Securities, Montreal Div. 


Donald R. Stephenson 


Securities Department 
Vaughn O’Regan, Chief 
R. Bruce Montador, Deputy Chief 
Ian D. Clunie, Chief, Market Analysis 

and Open Market Operations 
James F. Dingle, Securities Adviser 
Patrick E. Demerse, Securities Adviser 
Stephen L. Harris, Securities Adviser 
Donald R. Cameron, Chief, Toronto Division 


Research Department 

Pierre Duguay, Chief 

Stephen S. Poloz, Deputy Chief 
David E. Rose, Research Adviser 


Department of Monetary and Financial Analysis 
David J. Longworth, Chief 

John G. Selody, Deputy Chief 

Clyde A. Goodlet, Research Adviser 

Kevin Clinton, Research Adviser 


International Department 

John D. Murray, Chief 

Brian P.J. O’Reilly, Deputy Chief 

Nicholas Close, Chief, Foreign Exchange 
Operations 

Paul R. Fenton, Research Adviser 


Bernard Bonin, Deputy Governor 

William R. White, Deputy Governor 

Serge Vachon, Adviser' 

Tim E. Noél, Adviser 

Louise Vaillancourt-Chatillon, Adviser and Secretary 
John E. H. Conder, Adviser 

tsee below 


Department of Banking Operations 
Donald G. M. Bennett, Chief 

Roy L. Flett, Associate Chief 
William R. Melbourn, Deputy Chief 
Gordon B. May, Deputy Chief 


Public Debt Department 
Bonnie J. Schwab, Chief 


Secretary’s Department 

L. Theodore Requard, Chief 

Guy Thériault, Deputy Secretary 

DEBT SYSTEMS 

James M. McCormack, Program Co-ordinator 


Automation Services Department 
Daniel W. MacDonald, Chief 
F. J. Bruce Turner, Deputy Chief 


Personnel Department 
George M. Pike, Chief 
Claude J.-B. Montambault, Deputy Chief 


Department of Premises Management 
Colin Stephenson, Chief 


Comptroller’s Department 
Jean-Pierre Aubry, Comptroller and Chief Accountant 
Frank J. Mahoney, Deputy Comptroller 


Audit Department 
Janet Cosier, Auditor 
Peter Koppe, Deputy Auditor 


1. Also Chairman of the Board of Directors of the Canadian Payments Association S/ 
2. Also Alternate Chairman of the Board of Directors of the Canadian Payments Association 


7 Jacques A. Bussiéres, Adviser to the Governor, is on a leave of absence. He is serving as Governor of the Bank of 


Zambia. 


= 














: a - ' | | aA oe io me re ual 
ora ina nae 8 hana ts ie ts 


jes 4 ink 40546 aij 7” 
i Ne : 2% — he wi a me a 


- q 7 7 ¥< i) LY?) 






irs: “2 Ghats ‘nk 
—* 2. ely . 
oF a2 yhOe 5 hd 
yids as Maan 
: aca ‘eae en 
1S tes CO ates 
Nevis, gan 
att} sour? Ay 
WW rr my 
: *! Te | iF | “ay 
en - ny a ¥u 
ie ia | ce) title 
ta 4 . y i 
>>, 4! oe 
> iv = 
¥ a 
<<€ = au A 
orn 
Lu 
tS . : TV a é 
‘pm! 5 6F 
@ Der! 
; Pe a ji “ 
, ' ‘ - sii ee fl 
ee | } Ly 
i] ; 5 7 af : f ) at 
ey © 34 
s . ; 
i 4i¢ 7 . 7 7 a) 4 
i 4 ' : ety! tp tesrreia 
i 
- aoa 
| Vee ‘ @27.4t0 © Sey | pets Ginny ol GF (sett A See a 
) : : 


eo 








REGIONAL REPRESENTATIVES AND AGENCIES 





Financial Market Representatives 


Securities and International 
Departments 


Montreal 

Jacques Clément, Chief, Montreal Division 
Toronto 

Donald R. Cameron, Chief, Toronto Division 
D. J. S. Morgan, Foreign Exchange Adviser 
Vancouver 

Ritha Khemani, Representative 


Regional Agents 


Department of Banking Operations 


Halifax 

Robert E. Burgess 
Saint John 
Kenneth T. McGill 
Montreal 

J. G. Michel Sabourin 
Ottawa 

Robert Dupont 
Toronto 

William G. Percival 
Winnipeg 

Harry S. Hooper 
Regina . 
Graham L. Page 
Calgary 

Claude P. Desautels 
Vancouver 
William H. Watson 
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I want to begin these general comments 
by reviewing briefly what monetary policy and 
price stability can be expected to contribute to 
economic performance before surveying the 
thrust of inflation, economic and monetary pol- 
icy developments over the past year. 


Monetary policy, price stability and 
economic performance 

Public economic policy aims to achieve 
a strong Canadian economy. The most solid 
contribution that monetary policy can make to 
this goal is to see to it that Canadians are 
provided with a money they can trust — that is, 
one that maintains its value as they go about 
their economic business. Achieving and 
maintaining price stability is, therefore, what 
guides the Bank of Canada in its monetary 
policy actions. 

What benefits are there in having a 
trustworthy money? It means that investors and 
savers can plan with greater confidence. Stability 
in the value of money improves decisions about 
production and pricing and gets rid of the 
distortions in investment resulting from the 
perverse interaction of inflation and taxes. 
Savers no longer seek the kind of premium in 
interest rates they need in inflationary times to 
guard against the inevitable uncertainty about 
how much inflation will be permitted in the 
future. In short, an economy where monetary 
policy is committed to maintaining confidence 
in money will systematically generate better 
Savings, investment and production decisions. 
That, of course, helps the economy to perform 
better than it would otherwise. 

There are many aspects of the economy 
that are outside the influence of monetary policy 
— outside the scope of what the Bank of Canada 
can achieve through its influence on the rate of 


monetary expansion in Canada. So no one 
should suggest that aiming to provide a 
trustworthy money is a cure-all. However, it is a 
distinct advance on the alternative of financing, 
and therefore promoting, chronic inflation. Our 
understanding of basic economic relationships 
shows why this is so, and the experience of 
recent decades provides additional testimony on 
this matter. Inflation, and the expectations and 
concerns generated by an inflationary process, 
not only did not produce a better economy, it 
made our economic performance worse. 

Nevertheless, there is a lingering belief 
that to achieve a faster expansion in the 
Canadian economy than we have seen in recent 
quarters will require an increase in inflation. 

In part, it is based on a view that inflation is a 
necessary ingredient to encourage economic 
growth. This view, however, depends on the odd 
presumption that people can persistently be 
fooled into believing that inflation-related 
increases in prices and wages make them better 
off. In other words, that they never learn. In 
fact, as I have already indicated, as inflation gets 
built in, it is a drag on the ability of the economy 
to sustain growth, not something that spurs 
growth. 

Others appear to see inflation not as a 
stimulus, but as the unavoidable, if perhaps 
unfortunate, result of any economic pickup. 
They believe inflation can only remain subdued 
in a weak economy, and therefore inflation will 
be inevitable when an economy recovers from a 
period of cyclical weakness. 

But, as we have seen in other countries 
and in earlier times in Canada, the economy is 
perfectly capable of expanding to higher rates of 
production without generating inflation 
pressures. Only if the economy is allowed to 
overheat will progress in reducing inflation 
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be jeopardized. Furthermore, as experience 
with lower rates of inflation accumulates, 
underpinned of course by a consistently anti- 
inflationary monetary policy, public confidence 
increases that inflation will not re-emerge. This 
means that in all parts of the economy people 
take decisions with less concern about the threat 
from inflation, and this in turn also means that 
their decisions are less conducive to inflation. 

The experience of the early 1980s is 
instructive in this regard. After a sharp reduction 
in inflation from double-digit levels, the 
economy and business profitability were able to 
expand quite rapidly without an increase in 
inflation pressures. It was only in the latter part 
of the 1980s, as spending began to run ahead of 
the economy’s ability to produce, that such 
pressures began to appear. 


Progress towards price stability 

To provide a clearer indication of the 
downward path of inflation on the way to price 
stability, inflation-reduction targets were 
announced in February 1991. I believe that they 
have been helpful in underlining and reinforcing 
the commitment of monetary policy to the 
achievement of price stability. 

When the targets were introduced, the 
inflation rate was very high. Some of the 
immediate pressure on consumer prices came 
from elements whose effects might have been 
regarded as temporary — the introduction of the 
goods and services tax, increases in other 
indirect taxes, and a sharp jump in oil prices 
following the invasion of Kuwait. However, 
even abstracting from these particular effects, 
inflation was still quite rapid and domestic cost 
pressures were strong. In these circumstances 
there was a real question whether the immediate 
additional price pressures would indeed be 
transitory, or whether there would be a feedback 
into higher wage costs and still higher prices. 
Such a transmission would of course only propel 
further the inflationary momentum. These were 
the immediate circumstances in which it was 
judged that establishing an explicit target path 
for reducing inflation could be helpful in 
backing up the fundamental monetary policy 
commitment to return to price stability. 

There is no simple way of identifying the 
extent to which the inflation-reduction targets in 


themselves have helped in bringing inflation 
down. In any event, it does seem that by the 
latter part of 1991 there was a significant and 
very welcome improvement in attitudes 
regarding inflation. Businesses and households 
were coming increasingly to recognize that 
Canada’s inflation performance really was 
changing for the better and were starting to act 
on that basis. 

The lowering of price and wage inflation 
that was achieved through 1991 was built upon 
further in 1992. The underlying rate of price 
inflation slowed steadily through most of 1992, 
and with better growth in productivity the 
increase in labour costs per unit of output was 
the smallest in years. 

The targets announced in early 1991 
provided for a target band for consumer price 
inflation of 2 to 4 per cent as of the end of 1992. 
As it turned out the consumer price index in 
December 1992 was 2.1 per cent higher than a 
year earlier — just above the lower edge of the 
target band. Some of the effects on prices of the 
depreciation of the Canadian dollar that we have 
undergone in recent months are apparent in the 
most recent numbers and some of these effects 
probably have yet to be seen. This could result in 
some temporary upward movement in inflation 
over the next few months. However, the 
exchange rate effect should not be allowed to 
obscure the fundamentally favourable 
development that we have been doing better on 
inflation than forecast. As this progress is 
consolidated in further improvement in 
expectations and behaviour regarding inflation, 
it encourages a trend of interest rates lower than 
would otherwise have been possible. 

The next milestone incorporated in the 
inflation-reduction targets announced two years 
ago is a range of 1% to 3% per cent as of mid- 
1994. The trend in underlying inflation appears 
‘‘on track’’ to an outcome in the lower part of 
that range. To secure the improvement to our 
financial climate, and therefore to our economic 
prospects, that this better inflation outcome can 
deliver, monetary policy must maintain 
confidence that it will be oriented to preserving 
progress towards price stability. The Bank of 
Canada’s actions will be geared to maintaining 
that confidence. 


General observations 


Caen nrnnnnnnr renner reer rere SSeS 


Economic developments 

As described in more detail in a later 
chapter of this report, the expansion in economic 
activity that began in the spring of 1991 
continued through 1992. However, the increases 
in economic activity over the first seven quarters 
of the recovery have been appreciably below the 
norm of previous economic cycles. 

Part of this sluggishness has stemmed 
from external developments. Prices for raw 
materials have continued to be weak. And the 
international economy has posted mixed results 
over this period. In 1992 most of the overseas 
economies that are significant for Canadian 
exports — in Europe and Japan — showed a 
distinct tendency to weaken, the exception being 
Southeast Asia. But in contrast to the general 
situation overseas, as the year progressed there 
were increasing signs of a more broadly based 
recovery in the United States, our largest export 
market by far. In that economy, recovery had 
been held back by difficulties related to the 
burden of debt and speculative asset 
accumulation that had developed in the 1980s — 
for the most part more severe than here. But by 
late 1992 there were indications that these 
balance-sheet type constraints had eased 
sufficiently to permit a more vigorous expansion 
of demand. 

While it is disappointing, it is hardly 
surprising that the Canadian economy has only 
gradually been able to work off the economic 
fallout from its earlier period of inflationary 
pressures, speculative activity and debt 
accumulation. What was less easy to foresee is 
the extent of the challenge to Canadian business 
of competing in an increasingly global economy. 
In many instances this has required a difficult 
restructuring of operations. 

The decline in inflation and resulting 
improvement in interest rates in Canada over the 
past couple of years have helped to ease the 
financial and economic adjustments that needed 
to take place. Businesses have benefited from 
the lower interest rates as they restructured both 
their balance sheets and their operations to 
meet the reality of a global marketplace. It is 
noteworthy in this context that investment in 
machinery and equipment has stayed strong. 
Increased productivity and a better control of 
costs in a distinctly less inflationary environment 


have resulted in more moderate increases in unit 
labour costs, and substantial gains have been 
posted in exports, particularly in the export of 
manufactures. 

Lower interest rates also have relieved 
pressure on the finances of households by 
reducing the share of their income needed to 
service debt. And the combination of lower 
mortgage rates and lower house prices has made 
housing more affordable than it has been in 
years. 

Debt has weighed heavily on all levels of 
our government. The debt buildup resulted from 
a long period of sizable budgetary deficits that 
were not limited to times of slow growth in 
revenues and not offset adequately at times when 
revenues were more buoyant. The outcome has 
been a sharply reduced capacity on the part 
of governments to respond to unexpected 
developments, such as the pressures of the recent 
recession and subsequent slow recovery. Coping 
with the public debt burden is proving an 
arduous task. At the same time, it is welcome 
that a more disciplined approach to public 
finances has become more widespread. It needs 
to continue if Canada is to generate the increased 
savings to finance adequately its investment 
needs in the years ahead. 

The Canadian economy has come 
through a difficult period. And plenty of 
challenges remain. Nonetheless, with the 
fundamental improvements associated with 
declining inflation, such as the lower rates of 
interest, cost containment and improved 
productivity growth, we have a much better 
basis from which to make further progress. The 
restructuring efforts of Canadian businesses to 
take advantage of these developments and 
become more competitive, in tandem with the 
better economic pickup in the United States, 
have put us in a strong position to make solid 
economic gains. 

As reviewed in a later section of this 
report, trends in monetary aggregates are also 
promising for the profile of economic 
developments. The more rapid growth in narrow 
monetary aggregates and the moderate pace of 
expansion of the broader monetary aggregates 
are consistent with a stronger recovery along 
with a favourable inflation performance. 
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Interest rates and exchange rates 

Through the first eight months of 1992, 
the pattern of declining interest rates continued 
in Canada. Thus by early September short-term 
interest rates had fallen below 5 per cent, the 
lowest level since the early 1970s, and long-term 
rates were below 8 per cent, only about one-half 
of a percentage point above their U.S. 
counterparts. 

The Bank’s monetary policy actions over 
this period were directed to helping to maintain 
the decline in interest rates, in line with 
progressive improvement in the confidence of 
Savers and investors. When the Bank intervened, 
it tended to use its influence to smooth the 
decline in shorter-term rates. At times it needed 
to work to forestall unsustainably rapid drops 
that could come from an overenthusiastic 
wholesale money market, and that could 
generate sharp reversals when the enthusiasm 
petered out. 

In the Bank’s view, steady declines in 
interest rates held out a better prospect of a 
sustained lower level of interest rates over the 
medium term than did more erratic movements. 
Steady declines were more likely to be accepted 
by savers and investors as they progressively 
adjusted their views about appropriate interest 
returns in an environment of gradually 
increasing confidence in the future value of 
money. 

However, in the latter part of the year 
short-term interest rates became very volatile 
and moved generally higher. In large measure 
this reflected the tension in domestic financial 
markets provoked by the downward movement 
in the exchange value of the Canadian dollar. 
The details of these financial market 
developments are discussed in a subsequent 
section of this report. The point I want to make 
here is that such swings in interest rates, while 
unusually large on this occasion, are not 
altogether surprising when there is heightened 
uncertainty about future developments in 
Canada. They underline once again that the 
various segments of financial markets — money 
markets, bond markets and exchange markets — 
are bound to react and to interact in response to 
disturbances affecting the outlook. The recent 
events also underline the fundamental 


importance of strong confidence among savers 
and investors in bringing about steady financial 
markets where yields stay low. Monetary policy 
is of course focussed on promoting and 
sustaining such confidence. 

The weakening in the exchange value of 
the Canadian dollar in the final months of 1992 
came from more than one source. In September, 
important factors were the spillover from the 
exchange rate turmoil in Europe and the lead-up 
to our constitutional referendum. In the second 
bout of weakness, in November, there was an 
increased market focus on developments in 
Canada, and our currency was also affected by 
the general strengthening of the U.S. dollar 
against most currencies. 

The exchange rate gets a lot of attention. 
Strong views about the Canadian dollar and 
where it should or should not go are frequently 
expressed — from many quarters. This is 
therefore a good occasion to review once again 
how the exchange rate fits within the overall 


_ framework of Canadian monetary policy. 


As I have already underlined in these 
remarks, monetary policy is for good reason 
aimed at achieving and maintaining monetary 
stability — that is, domestic price stability. 

Here I can add that given this basic purpose, it 
follows that the Bank does not pursue an 
exchange rate target. 

However, the fact that Canada has a 
flexible, not a fixed, exchange rate regime by no 
means implies that in conducting monetary 
policy the Bank of Canada is, or should be, 
indifferent to what happens to the exchange rate 
and to the exchange rate’s effect on monetary 
conditions overall. The exchange rate is an 
important price in the economy, with important 
effects on demand, output and inflation. And in 
its monetary policy actions, the Bank of Canada 
must of course take account of those effects, 
actual or potential. 

Furthermore, the Bank also has to be 
mindful of exchange market confidence in an 
environment that is susceptible to cumulative 
movements — to bandwagon effects — stemming 
from increases in market uncertainty. 

These are the kinds of considerations that 
the Bank bore in mind as it coped with the 
turbulence in the money, bond and exchange 
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markets in late 1992. What was important, let 
me repeat, was for the Bank to be a force for 
confidence and for steadiness. 

The Bank’s primary concern was to 
provide reassurance that the focus of monetary 
policy continued to be on preserving the value of 
money in Canada. The Bank’s actions also had 
to help the markets settle down and trade 
effectively — in ranges where there really were 
willing buyers and sellers. 

Perhaps for anyone who still believes that 
the Bank of Canada can move interest rates 
around virtually at will, it might seem that the 
Bank acted arbitrarily in the period of exchange 
market turbulence to push interest rates up, thus 
preventing the Canadian dollar from finding its 
‘‘natural level.’’ 

However, such a view ignores the crucial 
importance for savers and investors of what they 
expect regarding future developments as they 
make judgments about where to invest and what 
is an acceptable rate of return. Claims in 
Canadian dollars must provide a return 
consistent with these expectations if they are to 
be acceptable to investors — and this is true 
whether those investors are foreign or Canadian. 

Among the most important elements in 
such expectations are views on the likely 
conduct of monetary policy. Accordingly, the 
Bank of Canada’s influence over domestic 
interest rates stems more from the confidence it 


can bring to savers and investors regarding the 
basic anti-inflationary purpose of monetary 
policy than from any power to shift interest rates 
around through injections of liquidity. Indeed, 
such injections can have an effect that is opposite 
to that intended, if they raise concerns that 
monetary policy is becoming inflationary. The 
same considerations apply equally forcefully to 
the exchange market. This means that the notion 
of a ‘‘natural level’’ for the exchange rate, 
somehow divorced from expectations among 
savers and investors and from what policy is 
aiming to achieve, has little real meaning. 

None of this should suggest that the Bank 
has no ability to act as a countervailing influence 
to market disturbances. But, let me reiterate, we 
can only do so effectively by being very clear in 
our actions that Canadian monetary policy 
continues to pursue the fundamental objective of 
domestic price stability. A policy that pursues 
this objective is the only sure way to achieve 
sustained low interest rates. It also provides an 
essential underpinning to the exchange rate. 

Over time the markets did find new 
trading ranges, and following a period of 
stability, interest rates in late 1992 and early 
1993 improved from the peaks registered in the 
period of turbulence in the autumn. I cannot 
overemphasize the importance, for such 
improvement, of confidence in continued good 
inflation performance. 
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ECONOMIC AND FINANCIAL DEVELOPMENTS 


International environment 





The year 1992 saw a further moderation 
in inflation in the major industrial countries and 
divergent movements in output growth between 
North America and the overseas economies. 
While the United States, Canada’s most impor- 
tant trading partner, showed stronger signs of 
recovery, economic activity in major overseas 
countries softened towards year-end. As a conse- 
quence, world commodity prices remained close 
to the cyclical troughs recorded in 1991, contrib- 
uting to the weakness in Canada’s terms of trade 
and the lower external value of the Canadian 
dollar. 

International capital and foreign 
exchange markets became increasingly volatile 
as the year progressed, reflecting the differing 
cyclical positions of the major world economies, 
as well as other factors of both a political and an 
economic nature. Tensions within the European 
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Monetary System led to dramatic exchange rate 
and interest rate movements in Europe that 
spilled over into financial markets elsewhere, 
adding to the uncertainty and financial pressures 
affecting Canada through the latter part of the 
year. 


Economic developments 

The pace of aggregate economic activity 
in the major overseas countries slowed in 1992, 
continuing a trend that began in 1990. In Japan, 
asset price deflation and a saturated market for 
consumer durables contributed to a sharp decline 
in domestic demand. Government measures 
aimed at supporting the Japanese financial 
system and stimulating the domestic economy 
are still working their way through the system 
and have yet to reverse the slowing trend in 
output growth. 
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Consumer prices 


Four-quarter growth rates 
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Economic activity in Germany, France 
and Italy had continued to expand in the early 
part of 1992, but weakened towards year-end. 
The German economy, which until recently had 
been boosted by increased government spending 
associated with unification, slowed in response 
to tighter monetary conditions, resulting from 
persistent inflationary pressures. The United 
Kingdom, which had moved to tighten policy 
earlier than its European partners because of 
more extreme demand pressures in the late 
1980s, experienced a further contraction in 
economic activity in 1992, although with some 
indications of a turnaround in the second half of 
the year. Any stimulative effect provided by 
larger government expenditures was largely 
offset by sagging private demand as households 
and businesses worked to restructure balance 
sheets and to reduce large debt overhangs. 

In these circumstances, many overseas 
countries experienced downward pressure on 
inflation throughout the year. Though Japan 
recorded the lowest consumer price inflation in 
1992, France, Italy and the United Kingdom all 
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reported significant declines in their rates of 
inflation. The one notable exception was 
Germany, where inflation remained relatively 
high. 

The United States, in contrast to the 
Overseas countries, showed increased signs of 
recovery in 1992, with output growing faster in 
the third and fourth quarters and the economy 
expanding by just over 3 per cent on average 
through the year. However, despite a significant 
easing in monetary conditions, the recent 
rebound has been relatively slow by historical 
standards. 

High levels of household and corporate 
indebtedness in the United States, overbuilding 
in the commercial real estate market and balance 
sheet restructuring in the financial sector appear 
to have muted the positive impact of past 
monetary easing on economic activity. Large 
U.S. government deficits have also limited the 
room for manoeuvre on the fiscal policy side. 
However, interest-sensitive consumer 
expenditures have recently started to rebound, 
and key financial indicators such as the ratio of 





corporate debt to equity and household interest 
payments as a proportion of disposable income 
have also shown improvement. Although 
consumer prices rose at about the same rate as in 
1991, the underlying trend of inflation remained 
downward. 

The current account balances of the 
major industrial countries were affected in 1992 
by their differing cyclical positions, but the 
resulting deficits and surpluses remained much 
smaller as a percentage of GDP/GNP than in the 
mid-1980s. In 1992, the U.S. current account 
deficit increased by approximately u.s.$60 
billion, reflecting growing import demand in the 
strengthening U.S. economy and the absence 
of special factors that had helped support the 
current account in 1991 (most notably, the 
transfer payments received from other 
countries after the Gulf War). The Japanese surplus 
widened from U.S.$73 billion in 1991 to 
U.S.$118 billion, as the value of imports declined 
in response to slowing domestic demand 
and low world prices for many imported raw 
materials. 
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Economic and financial developments 


Interest rates and exchange rates 

Lower inflation rates and sustained 
excess Capacity provided scope for lower interest 
rates in most industrial countries in 1992. In the 
United States, for example, short-term 
commercial paper rates fell to a low near 
3 per cent. Interest rates in Japan also fell to 
their lowest levels in recent years. 

In Germany, however, short-term interest 
rates were generally firmer over the year in the 
face of continuing inflationary pressures, 
although they declined somewhat in the latter 
part of the year as the domestic economy 
slowed. These differential movements in interest 
rates between the United States and Germany, 
along with political and economic uncertainty in 
Europe and the former Soviet Union, caused 
exchange rates to display considerable volatility 
throughout the year. The German mark reached a 
postwar high against the U.S. dollar in the third 
quarter of 1992 but later weakened sharply in 
response to mounting evidence of a 
strengthening U.S. recovery and market 
expectations of further declines in German 
interest rates. 

Tensions within the European Monetary 
System (EMS) escalated during the year as 
monetary conditions became increasingly 
incompatible with domestic economic conditions 
in a number of member countries, and 
uncertainty grew over the future of the 
Maastricht treaty and the proposed European 
economic and monetary union. The pound and 
the lira were eventually forced to break their link 
with the exchange rate mechanism and to float, 
depreciating to levels that were more than 
15 per cent below their previous values against 
the mark. Three other countries had to devalue 
within the EMS, while currencies of some other 
countries previously linked to EMS currencies 
also were floated. 

While short-term interest rates in the 
United Kingdom declined significantly after the 
pound left the EMS, those in most other member 
countries showed only modest declines, as 
monetary conditions remained tight in Germany 
in the presence of sustained domestic 
inflationary pressures. 
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Short-term interest rates in selected major industrial countries 
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World commodity prices 

Sluggish world demand coupled with 
additions to productive capacity resulted in the 
continued weakness of international prices of 
many commodities. However, the Bank of 
Canada commodity price index in Canadian 
dollar terms strengthened throughout the year, 
reflecting the depreciation of the Canadian 
dollar. 

Prices of industrial materials in U.S. 
dollar terms rebounded at the beginning of 1992 
from four-year lows. Lumber prices climbed in 
response to expectations of a pickup in demand, 
low inventories and restricted supply from the 
northwestern United States. Additional support 
was provided by metals prices, which rose 
gradually through the first half of the year. This 
was followed by a reversal in the latter half of 
the year, however, when metals prices dropped 
to their lowest level since 1987 in reaction to 
high and rising inventories and increasing 
evidence of weakening overseas economies. 
In contrast, lumber prices surged further at 
year-end and in early 1993 in anticipation of 
tight supplies during the upcoming building 
season. While wheat prices dropped slightly in 
1992 from the high levels recorded at the end of 
1991, owing to a bumper U.S. crop, support 
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Bank of Canada commodity price index 
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was provided by growing demand from China 
and the former Soviet Union, and a shortage of 
high-quality grain. Crude oil prices in U.S. dollar 
terms were little changed on balance in 1992. 
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Domestic economic activity and inflation 





Economic expansion in Canada contin- demand remained subdued and unemployment 
ued through 1992 while underlying inflation rose further, especially during the first half of 
declined further. However, the pace of activity the year. The recovery has been affected by a 
remained modest overall as a number of factors variety of factors. These include a persistent 
continued to exert a restraining influence on surplus of commercial real estate, the continued 
domestic demand. Activity did pick up noticea- necessity for governments to contain their budget 
bly in the second half of the year, although this deficits, and lacklustre economic activity in a 
was more evident in some sectors and regions number of other countries. But perhaps the most 
than in others. While a temporary rise in meas- important in this regard has been the need to 
ured inflation is possible over the next few adjust to the rising pressures of global 
months in response to the recent depreciation of competition, which has prompted widespread 
the Canadian dollar, the prospects are for contin- restructuring efforts on the part of Canadian 
ued moderation in underlying inflation. ' firms. This has involved increased spending on 

new machinery and equipment and more 
Aggregate demand and output efficient processes, as well as tighter inventory 

Although the economy responded more management, all of which should contribute to 
noticeably in 1992 to the previous easing in gains for the Canadian economy as time goes on. 
monetary conditions, growth in aggregate Indeed, there were indications as the year 
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progressed that these investments were 
beginning to pay off in terms of improved cost 
control, higher productivity and better export 
performance. Yet, in the first instance, 
restructuring often means accomplishing more 
with less labour, and the associated layoffs and 
the gradual movement of resources into new or 
expanding sectors have meant that overall 
growth in income and aggregate demand has 
remained modest. Moreover, the additional 
investment spending itself had relatively little 
immediate impact on domestic activity, since 
most capital equipment is imported. 

Another important reason for the 
moderate economic recovery is that the Canadian 
consumer has remained cautious. Although in 
1992 spending was boosted by higher income tax 
refunds and by reduced household debt-service 
costs, restructuring efforts by firms gave rise to 
uncertainty regarding employment prospects, 
and this weighed on consumer demand 
throughout the year. There also seemed to be a 
tendency early in the year to delay major 
purchases in anticipation of further declines in 
interest rates, and high debt levels probably 
continued to constrain the spending of some 
households. Finally, the financial market 
turbulence that dominated the autumn scene 
caused some postponement of planned spending. 

Despite these various restraining 
elements, the economy gained momentum as the 
year progressed. One positive factor was 
residential construction, which was spurred by a 
combination of increased affordability and new 
government initiatives to make home ownership 
more accessible. However, the most important 
source of strength in 1992 was exports, which 
rose significantly as the U.S. recovery began 
to take hold and Canadian competitiveness 
improved. The increase in exports was 
particularly marked in the manufacturing sector, 
where restructuring efforts were most intense 
and where the benefits of tax reform and trade 
liberalization were expected to be concentrated. 

Imports also grew strongly during 1992, 
especially imports of machinery and equipment. 
However, towards the end of the year, better 
domestic cost performance, along with the 
depreciation of the Canadian dollar, were 
beginning to moderate spending on imported 
consumer goods. The combination of this 
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Balance of payments 


Billions of dollars, quarterly data, 
seasonally adjusted at annual rates 
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moderation and the growth in exports generated 
an increase in the merchandise trade surplus, 
resulting in a narrowing of the current account 
deficit. 

The gathering momentum in the econo- 
my was also reflected in the labour market, 
which saw modest, though steady, increases in 
employment during the second half of the year. 
At the same time there was renewed growth in 
the labour force, suggesting increasing optimism 
regarding employment prospects. These two 
developments tended to be offsetting in terms of 
the unemployment rate itself, as is typical of 
economies in the early stages of recovery. 


Prices and costs 

With the moderate pace of increase in 
economic activity in 1992, a significant degree 
of slack in goods and labour markets remained, 
and there was a further easing in price and cost 
inflation. The underlying rate of inflation, as 
measured by the 12-month increase in the 
consumer price index excluding the volatile food 
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and energy components, declined from 2.9 per 
cent in January to 2.0 per cent in December, at 
the bottom end of the inflation-reduction targets. 
The sizable depreciation of the Canadian dollar 
that took place in 1992 can be expected to raise 
measured inflation temporarily above its 
underlying trend during 1993. Early signs of this 
are evident in recent data. 

Regulated prices continued to rise more 
quickly than non-regulated prices in 1992. 
Relatively high rates of increase were seen in 
such items as property taxes, water, electricity, 
public transportation and tuition fees. The gap 
between regulated and non-regulated price 
increases has widened considerably over the past 
two years as the underlying rate of inflation has 
declined. This is consistent with previous 
experience, as regulated prices tend to respond 
more slowly than non-regulated prices to 
changes in aggregate demand conditions. 
However, measures by various levels of 
government to increase their revenues and by 
some utilities to improve their profitability also 
had an impact. 
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Measures of wages and earnings 
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Unit labour costs, producer prices 
and labour productivity 


Four-quarter growth rates, seasonally adjusted 
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Developments on the cost side point to 
continued moderation in the trend of inflation. 
Wage and salary increases slowed further in 
1992, as the fixed-weight index for average 
hourly earnings increased by 3.7 per cent in the 
year as a whole, compared to 5.1 per cent in 
1991. Negotiated wage settlements, which are 
more forward-looking, indicate that there has 
been a significant downward adjustment in 
inflation expectations. Settlements averaged 
about 2 per cent in 1992, suggesting that broader 
measures of costs should slow even further in 
1993. The lower growth in money wages, along 
with the significant rise in productivity gains 
associated with industrial restructuring, 
generated a further decline in the growth of unit 
labour costs in 1992. These costs nevertheless 
continued to rise more quickly than producer 
prices. Therefore, and despite the benefits of 
lower debt-servicing costs, corporate profits 
remained very weak by historical standards. 


Regional developments 

While the national picture improved in 
1992, the pace of economic activity remained 
uneven among the regions. Although these 
regional differences in the main reflected 
varying local conditions, broader forces also 
played a role. In particular, the process of 
industrial restructuring was concentrated in the 
manufacturing sector, and therefore had more of 
an effect in Ontario and Quebec than in the rest 
of the country. At the same time, these provinces 
more than others felt the positive effects of 
strong growth in exports of manufactured goods. 
As well, the depreciation of the Canadian 
dollar began to strengthen the profitability of 
resource-exporting firms in the latter part 
of the year, particularly in British Columbia, 
New Brunswick, Alberta and Quebec. 

In the Atlantic provinces, economic 
activity was dampened by a number of adverse 
local developments, including the moratorium on 
cod fishing, a slowdown in spending on the 
Hibernia project, weak prices for pulp and paper, 
layoffs in mining and declining iron ore 
production. However, during the second half of 
the year, the compensation plan for those 
affected by the moratorium on cod fishing 
helped boost incomes, and the benefits of higher 


Employment 


1986 = 100, quarterly data, seasonally adjusted 
5 






120 
British Columbia 

Lis 
Atlantic provinces 






sont 
. 
. 
oe 
110 sr sewn : 
. 
. 
af? 


- o? 
ce a a hate 







Central Canada 


Pa een a gga 





105 


¢=s 
id 
rd PS . 
ae == Pratri¢ provinces 


100 
1988 89 90 91 92 


lumber prices began to be felt. Furthermore, 
income from lobster catches increased 
significantly as a result of higher prices. 
Economic activity was generally sluggish 
in Central Canada in 1992, although a firming 
was apparent in the second half of the year. 
In Quebec, local factors that restrained demand 
included the expiry in late 1991 of a provincial 
government program designed to stimulate new 
housing construction, which probably had 
caused some home construction to be moved 
from 1992 to 1991, and the broadening of the 
provincial sales tax to include services. Low 
international prices for metals and for pulp and 
paper also had a negative impact. In both 
Quebec and Ontario, consumer confidence 
remained fragile owing to concerns about job 
losses. Non-residential construction continued 
to decline in Ontario, reflecting a glut of 
commercial real estate and low capacity 
utilization rates in manufacturing. Nevertheless 
robust growth in exports of manufactured 
products stimulated activity, particularly for 
industries producing electrical, rubber, plastic 
and automotive products. 
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A lack of economic vigour also 
characterized the Prairie provinces, although 
there were a number of bright spots. While 
investment in the energy sector declined 
significantly, energy production rose 
substantially, led by strong growth in exports 
of natural gas and, to a lesser extent, crude oil. 
A large rise in the price and exports of cattle 
raised farm receipts, and the impact on farm 
cash income of lower grain prices was more than 
offset by increased government farm program 
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payments. Both uranium and potash production 
rose significantly. 

Economic activity was strongest in 
British Columbia, where continued immigration 
from the rest of the country and abroad and 
steady employment growth stimulated consump- 
tion and housing expenditures. Although the 
picture was clouded by continuing difficulties in 
the coal industry and low prices for metals and 
for pulp and paper, substantial rises in lumber 
output and prices were important sources of 


strength. 
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Domestic monetary and financial developments 





Monetary aggregates and credit market 
developments 

The downward trend in the growth of the 
broad measures of money, M2 and M2+ , 
continued in 1992, boding well for an ongoing 
favourable inflation performance since these 
aggregates tend to move in advance of price 
changes. As well, there was a significant pickup 
in the rate of growth of the narrow aggregate M1, 
the best monetary indicator of future 
developments in economic activity, providing 
additional evidence of a strengthening economic 
recovery. 

Growth in M2+ slowed from 7'/ per cent 
in 1991 to 5% per cent in 1992. Within M2+, 
there was a smaller deceleration in the pace of 
M2 growth, as the banks’ share of deposits 
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increased at the expense of trust and mortgage 
loan companies. 

Growth of the narrow monetary 
aggregate M1 picked up in 1992, largely in 
response to the declines in interest rates in 1991 
and 1992. Nonetheless, the pickup was 
somewhat less than might have been expected on 
the basis of historical relationships, in part 
because businesses made greater use of money 
market mutual funds for cash management 
purposes. These funds are included in M2+ but 
not in M1. 

In 1992, the growth of total household 
credit continued to exceed that of disposable 
income, leading to a rise in the ratio of 
household debt to disposable income. With a 
sluggish economy, some borrowers must have 
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found their debt loads more difficult to carry. 
Nonetheless, many households were evidently 
willing to borrow and lenders were quite 
prepared to lend, especially in the form of 
mortgages. 

There are a number of factors behind the 
continued strength of household borrowing. 
First, the declines in interest rates led to a 
significant reduction in the debt-service ratio and 
to an improvement in the affordability of 
housing, thus encouraging home buying. 
Second, the estimated market value of total 
household assets increased at almost the same 
rate as debt. Third, although housing prices are 
lower than at their peak, selling prices in most 
instances are still substantially higher than 
those at which the houses were last mortgaged. 
Therefore, the typical size of new mortgages on 
existing houses is also likely to be significantly 
higher. Indeed, the ratio of mortgage debt 
outstanding to the estimated market value of the 
housing stock is only now returning to its 
previous peak, reached in 1979. Fourth, an 
increase in the maximum loan-to-value ratio on 
mortgage loans insured by the Canada Mortgage 
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Estimated household debt service ratio 
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and Housing Corporation has tended to increase 
somewhat the average loan-to-value ratio. 

Within household credit, the strong 
growth in mortgage credit more than offset the 
decline in consumer credit over the past year, a 
pattern that was particularly evident at banks. 
This suggests that households were borrowing 
against the equity in their houses, taking out 
larger mortgages in part to reduce other types of 
household loans. These loans tend to bear higher 
interest rates and to have shorter repayment 
periods than mortgage debt. 

Total business credit continued to grow at 
about 2'% per cent in 1992, reflecting weak over- 
all investment spending, in turn largely related 
to declines in non-residential construction. 

Even though short-term borrowing costs 
were well below long-term borrowing costs for 
most of the year, businesses continued to 
substitute into long-term sources in order to 
lessen the risk of interrupted access to funds. 
The overall ratio of non-financial enterprise debt 
to equity (whether on a market value or book 
value basis) was essentially unchanged from 
1991. 


Se 


Annual report of the Governor 





Business credit 


Four-quarter growth rates 


% 





=-=° 
Long-term ,¢ - 





Short-term 


1988 89 90 91 92 


Differential between prime rate and 
90-day commercial paper 


Monthly averages 


% 
- 
h bes at 
t ‘ ta 
i Me ne re 
De foun i! a 
' wv =] ! 
' iwi Sf 
4 Wy 
United States 3 t 
‘ ' 
a 
2.0 Ae ororraien 
Mer ie av 
. st (he rye 
ay y Ves ‘ 
1 1 » u ‘ 
2 2 : Laie 
1S Ae yy ' ! 
1 : 
1 
1 
iO 





Canada 


0.5 


1988 89 90 91 O2) Vas 








Non-financial debt-to-equity ratio (market value) 


Quarterly data 
1.6 


1.4 


1.0 


0.8 


0.6 


0.4 
1982 84 86 88 90 a2 


Credit-market debt only (excludes loans with affiliated 
corporations, accrued tax liabilities and other liabilities) 


© Estimate 


In response to the commercial real estate 
slump, the supply of credit to firms seeking 
loans using commercial real estate as collateral 
has tightened significantly. Furthermore, a 
number of financial institutions have had to take 
substantial loan loss provisions against real 
estate related loans. 

Nevertheless, spreads between the prime 
business loan rate and commercial paper rates 
were within or below their normal historical 
range. In fact, at the end of 1992 and in early 
1993 these spreads were pushed well below 
that range as financial institutions competed 
vigorously for business loans. 


Monetary conditions 

In response to lower inflation and the 
continued restrained pace of economic expan- 
sion, monetary conditions eased substantially 
during 1992. Short-term interest rates on average 
were much lower than in 1991 and the exchange 
value of the Canadian dollar fell significantly 
during the year. 


Economic and financial developments 
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Continuing the downward trend that has 
been evident since mid-1990, short-term interest 
rates declined from 7’ per cent at the beginning 
of the year to 4% per cent in early September. 

In the autumn, markets were subjected to the 
extreme volatility discussed in the first section of 
this report. Short-term interest rates backed up 
sharply to 9 per cent when the exchange value of 
the dollar came under marked downward 
pressure. Rates subsequently declined, falling by 
year-end to 7% per cent and by the end of 
February to about 6 per cent. 

In the context of narrowing interest rate 
differentials vis-a-vis U.S. instruments through 
much of the year, weak commodity prices and 
the slow pace of economic activity, the Canadian 
dollar fell 9 per cent through 1992 against its 
U.S. counterpart and 8 per cent against G-10 
currencies on a trade-weighted basis. The 
fall in the value of the Canadian dollar was 
concentrated in the January-March and 
September-November periods; in the latter 
period concerns about the constitutional 
referendum as well as about budgetary and 
current account deficits were apparently 
elements in the dollar’s decline. The dollar 
stabilized in December and traded between 
77 cents U.S. and 80 cents U.S. in 
early 1993. 
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Canadian long-term bond yields, which 
had come down over 2! percentage points from 
their peak in 1990, fell a further 2 of a 
percentage point in 1992. The differential with 
respect to U.S. yields also came down by about 
/2 Of a percentage point during the year to stand 
at about 1 percentage point at the end of the 
year. Increased confidence in monetary stability 
contributed to the downward trend in bond yields 
and to the fact that they were less affected than 
short-term interest rates by the turbulence in 
financial markets in the autumn. 

Administered rates in 1992 on average 
were below those in 1991. Through the year they 
generally followed the movement of market rates 
for similar maturities. Thus, although there was 
a spike in the autumn, administered rates 
generally finished 1992 below their end-1991 
levels. Mortgage rates were down by about %4 of 
a percentage point to just under 7% per cent at 
the one-year term and by almost 4 of a 
percentage point to 91 per cent at five years. 
The prime rate on business loans at chartered 
banks dropped *%4 of a percentage point to 
7¥4 per cent at year-end and by a further % of 
a percentage point to 6 per cent at the end 
of February, in part because of heightened 
competition among banks. 
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Monetary policy operations 

The Bank of Canada’s monetary policy 
operations have their most direct effect on the 
overnight financing rate. While decisions about 
the Bank’s day-to-day actions are focussed on 
bringing about particular levels for that rate, 
these decisions are taken with a view to 
influencing overall monetary conditions in a 
direction consistent with the broad anti- 
inflationary thrust of policy. At times of unusual 
volatility in financial markets, with uncertainty 
in the exchange markets feeding through to the 
money markets, the Bank’s actions are designed 
to encourage greater steadiness by helping the 
markets to find viable trading ranges. 

Over the period to the beginning of 
September, with the exception of an interval 
during February and March, market expectations 
of declining short-term interest rates were 
prevalent. These expectations were sufficiently 
strongly held at times that the Bank acted on a 
number of occasions to temper the pace of 
decline and thus to contribute to the 
sustainability of the reductions in short-term 
interest rates. This often resulted in the call loan 
and other overnight interest rates being above the 
3-month treasury bill rate. 

The main way in which the Bank 
achieved the relative tightening in call loan 
financing was by limiting the supply of 
settlement balances held by directly clearing 
members of the Canadian Payments Association 
(CPA) at the Bank of Canada, relative to the 
amount they wished to hold. This in turn 
reduced the willingness of the direct clearers to 
provide overnight financing to investment 
dealers and thus led to an increase in the call 
loan rate. When undue downward pressure on 
short-term rates persisted, the Bank sold treasury 
bills into the market. On occasion, it also moved 
to tighten overnight financing directly through 
sale and repurchase agreements (SRA) — offering 
to sell bills to chartered banks and to buy them 
back the next business day — at a rate of the 
Bank’s choosing. 

During February and March 1992, 
persistent downward pressure on the Canadian 
dollar in the foreign exchange market led to 
upward pressure on short-term interest rates on 
Canadian dollar-denominated securities. In this 
period the Bank provided the financial system 
with settlement balances sufficient to keep the 
call loan rate below the 3-month treasury bill 
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Call loan and 3-month treasury bill rates 
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rate, in order to avoid adding pressure to money 
market rates generally. When rates were higher 
than intended, the Bank bought bills outright in 
the market or, more usually, eased the cost of 
financing directly through special purchase and 
resale agreements (SPRA) — offering to buy 
treasury bills from designated investment dealers 
and banks and to sell them back the next 
business day — at a rate of the Bank’s choosing. 
In the autumn, domestic financial 
markets experienced a period of extreme 
volatility. Bouts of weakness of the Canadian 
dollar in the currency markets during September 
and again in November prompted abrupt swings 
in short-term interest rates. As market rates 
initially adjusted sharply upwards, the Bank 
acted to ratify the higher levels. At times, 
however, the extremely unsettled nature of the 
market meant that the interaction between the 
Bank’s actions and the market was less smooth 


than normal. To encourage steadiness and help 
the market find viable trading ranges, the Bank 
adjusted the supply of settlement balances, 
adding temporary liquidity when necessary. To 
provide further guidance for overnight rates, the 
Bank through this period also made limited use 
of SRA and SPRA offerings. 

Late in the year, financial markets 
responded to a more stable Canadian dollar by 
aggressively pushing for lower interest rates. 
The Bank acted to moderate this downward 
movement in interest rates, by raising the 
overnight rate above the 3-month treasury bill 
rate and, at times, by selling treasury bills into 
the market. These operations were designed to 
ensure that the declines in interest rates would be 
measured and thus sustainable. Details of the 
Bank’s open market operations throughout the 
year are provided in Table 1. 

In 1992 the Bank made purchases, net of 
maturities, of $32.7 billion of newly issued 
treasury bills. Its purchases were used primarily 
in subsequent open market sales, although it also 
sold over $5.0 billion to clients (central banks, 
Government of Canada accounts and interna- 
tional agencies). After account is taken of 
net sales in the market for monetary policy 
purposes, the Bank’s holdings of bills increased 
by more than $1.5 billion during the year. These 
assets were acquired in the main as the counter- 
part to the increase in the Bank’s liabilities for 
bank notes. 

In June 1992 the proclamation of the new 
financial legislation led to minor modifications 
of the monetary policy operating framework that 
had been set up in November 1991. The primary 
reserve requirements of the chartered banks, 
which are being phased out over a period of two 
years, must now be satisfied over the same 
month-long period used for calculating 
settlement balances. Direct clearers usually meet 
cumulative end-of-period deficiencies by taking 
the option of paying a fee rather than by taking 
an advance. Information on the operation of the 
settlement balance system is provided in 
Table 2. 


29 


Annual report of the Governor 





Table 1 


Bank of Canada transactions 


Millions of dollars unless otherwise indicated 


1992 
January 
February 
March 
April 

May 

June 
July 
August 
September 
October 
November 
December 
1993 


January 


Sale and 


repurchase 


agreements (SRA) 


Number Average 
amount 
offered outstanding’ 


of days 


— 


Co oOo Yew Ee TN WN 


11.4 
17.8 
205) 
109.5 
(ses. 
0.0 
0.0 
1.2 
0.0 
0.0 
74.5 
14.3 


10.0 


Special purchase 


and resale 


agreements (SPRA) 


Number 
of days 
offered 


CO IN 0 SCS ee 


Average 
amount 
outstanding* 


45.5 
21.0 
61.6 
92.6 

0.0 

0.0 
29.5 
75.0 
80.2 
50.5 
38.0 
1077 


0.0 


Purchase and 
resale agreements 


(PRA)! 


Number Average 
of days amount 


outstanding* 


87.5 


Treasury bills? 


Market 
sales? 


2,363.0 
0.0 
764.0 
23,5990 
2,960.0 
35599.0 
pM Ji 
2,417.0 
516.0 
4,607.0 
2,490.0 
4,712.0 


3,956.4 


Market 
purchases* 


321.0 


409.0 


385.0 


PlsG.> 
882.0 


Purchases 

at tender net 
of maturities 
and 

of transactions 
with clients 


PBDEs 
429.9 
996.6 
863.2 

209504 

4,164.6 

pO PA Ms. 

L3555 

2,044.0 

1,427.4 

3,135:7 

4,699.7 


2,856.2 


. PRA is a form of financing available to investment dealer jobbers at their initiative at Bank Rate and up to a predetermined limit. 


. Par value. 


l 
2 
3. Average based on the number of clearing days. 
4. Exclude purchases at tender and transactions with clients. Include portfolio-related switches of bills with money market participants. 
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Table 2 
Settlement balances, advances and overdrafts 





Millions of dollars unless otherwise indicated 


End-of-period computed Reserve advances 

1 2 
settlement balances Average overdraft to chartered banks 
Excess Cumulative loans to direct 
cumulative? deficiency4 clearers' I II 


1991 Dec. 16 - 


1992 Jan. 15 625 118 135. [Ae 650 
Jan. 16 - 
Feb. 16 465 EA | 14] 553 483 
Feb. 17 - 
Mar. 15 2,367 216 79 286 201 
Mar. 16 - 
Apr. 15 1,945 174 123 108 0 
Apr. 16 - 
May 18 210 504 102 611 773 
May 19 - 
June 15 — 435 635 135 560 992 
June 16 - 
July 15 — 1,175 1,344 216 
July 16 - 
Aug. 19 — 1,228 1,344 139 
Aug. 20 - 
Sept. 16 360 718 176 
Sept. 17 - 
Oct. 21 — 394 1,349 172 
Oct. 22 - 
Nov. 18 1,950 350 202 
Nov. 19 - 
Dec. 16 1,234 101 ‘er 
Dec. 17 - 
1993 Jan. 20 — 1,964 Zeon 238 
Jan. 21 - 
Feb. 17 — 421 1,821 262 





1. Before the effective date of the new Bank Act changes, the calculation period spanned two reserve-averaging periods. Beginning with 
the 16 June period, the calculation period became four or five weeks ending the third Wednesday of the calendar month. 

2. Until 15 June, reserve requirements continued to be met over two half-monthly averaging periods and advances taken to meet reserve 
requirements counted towards calculation period requirements. Beginning 16 June, reserve requirements are automatically met when 
calculation period requirements are satisfied. 

3. The cumulative amount by which the direct clearers in total exceed their required deposits at the Bank of Canada (for banks) or zero 
(for non-banks) over the calculation period. 

4. The total of the amount by which those direct clearers with negative excess cumulatives fell short of their required deposits at the 
Bank of Canada (for banks) or zero (for non-banks) over the calculation period. The deficiency must be covered with either an advance 
or payment of a fee in lieu of an advance. 

5. Average based on the number of clearing days. 
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BANK OF CANADA ACTIVITIES 





The Bank of Canada operates under the 
management of a Board of Directors. The Board 
approves the objectives, plans and budget for the 
Bank and in general seeks to ensure that the 
Bank’s functions are carried out effectively and 
economically. 

The Bank of Canada Act prescribes four 
major functions for the Bank: monetary policy, 
banking activities, bank note issue, and manage- 
ment of Government of Canada debt. To fulfil 
adequately these functions the Bank has to 
operate with a medium-term orientation. 
Consequently, the Bank’s planning has a 
medium-term focus. 

In the area of monetary policy, targets for 
the reduction of inflation over the 1991 to 1995 
period were jointly announced by the Bank of 
Canada and the Government of Canada in 
February 1991. Progress towards this objective 
is discussed in the General Observations section 
of this report and in the section dealing with 
economic activity and inflation. 

As regards bank notes, the Bank is in the 
midst of an investment program to replace out- 
dated equipment and to construct automated 
note-processing centres in Montreal and 
Toronto. This will improve the efficiency of 
bank note handling. The extensive commitments 
to the research and development associated with 
the new series of bank notes first introduced in 
1986 will be completed with the introduction in 
1993 of a $20 note incorporating the Optical 
Security Device. 

The Bank’s medium-term plan involves 
the gradual replacement of the automated sys- 
tems supporting its banking and government 
debt operations in order to take advantage of the 
greater efficiency and flexibility of new 
technology. 

The activities in 1992 relating to each of 
the Bank’s major functions are reviewed in more 
detail below. The functional allocation of the 
Bank’s net operating costs for 1992 of 
$202 million is illustrated in the following chart. 





Operating costs by function 


Management of 
overnment deb 


formulation 


18%... 





Monetary policy formulation 

Monetary policy formulation involves 
seeing to it that monetary expansion is consistent 
with achieving price stability over time. 

In making judgments about the associated 
monetary conditions, the Bank assesses financial 
and economic developments in Canada and 
abroad. This process involves the examination of 
economic and financial statistics along with 
meetings with industry associations and 
individual companies, liaison with financial 
market participants, and a wide range of other 
contacts across the country. 

As part of its involvement in inter- 
national financial matters the Bank participates 
in international meetings, including those of the 
finance ministers and central bank governors of 
the Group of Seven countries (the G-7), the 
Organisation for Economic Co-operation and 
Development, the Bank for International 
Settlements and the International 
Monetary Fund (IMF). 

On the basis of information gathered 
from both domestic and international sources, 
supplemented by studies on how the economy 
works, economists at the Bank prepare analyses 
and projections of economic and financial 
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developments. These are used in making 
decisions about the conduct of monetary policy. 

Senior staff also discuss policy issues and 
progress in meeting objectives with a variety of 
groups in Canada. In 1992, officers of the Bank 
met frequently with academics, interest groups, 
industry and financial groups, and provincial 
officials across the country, exchanging 
information on the state of the national and 
regional economies. The directors of the Bank 
were active in organizing meetings in the various 
regions of the country. The Governor participa- 
ted in meetings across the country, gave a 
number of public speeches and appeared on three 
occasions before parliamentary committees. 

The Bank provides technical assistance, 
typically under the auspices of the IMF, to central 
banks in developing countries, Eastern Europe 
and the republics of the former Soviet Union. In 
1992 Bank staff provided such assistance in nine 
countries. 


Allocation of operating costs related 
to monetary policy formulation 





Staff projection 2% 





Research 6% ~ 





Current analysis 10% — 


Banking activities 

The Bank undertakes a number of 
banking activities relating to the implementation 
of monetary policy and the provision of financial 
services to the Government of Canada and other 
clients. 
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Market operations 

Market operations related to the conduct 
of monetary policy have been described in detail 
in an earlier section of this report. 

Using the resources of the Exchange 
Fund Account (EFA) and acting on behalf of the 
Minister of Finance, the Bank of Canada 
intervenes in the foreign exchange market to 
help maintain orderly conditions in the market 
and to mitigate fluctuations in the value of the 
Canadian dollar. Intervention generally involves 
purchases or sales of U.S. dollars in exchange 
for Canadian dollars, but can also take place in 
German marks or Japanese yen. 

During 1992, Canada’s official 
reserves declined from U.S.$16.9 billion to 
U.S.$11.9 billion. The impact on these reserves 
of the foreign exchange operations undertaken to 
moderate the movements in the external value of 
the Canadian dollar over the year was partially 
offset by U.s.$2.0 billion of maturing EFA cash 
management swaps, a net increase in reserves of 
u.S.$0.9 billion attributable to the sale of 
3 million ounces of gold and the addition of 
u.S.$0.7 billion resulting from the reactivation of 
the Canada Bills program in the U.S. market. 

In addition to undertaking foreign 
exchange and gold transactions, the Bank of 
Canada manages the portfolio of reserve assets 
held by the Exchange Fund Account. To enhance 
the efficiency of these activities, the Bank plans 
to replace some of the automated and manual 
systems used in the execution, recording and 
management of currency and gold operations. 


Administration of accounts 

In conjunction with the Department of 
Finance, the Bank actively manages the 
government’s cash balances in order to minimize 
the cost of the government’s liquidity and debt- 
service requirements. The regular weekly 
treasury bill tender varied in 1992 between 
$5.1 billion and $7.8 billion, depending on cash 
needs.' In addition, there were 21 issues of cash 
management treasury bills (with original terms 


In late November 1992, the normal day for the treasury 
bill tender was changed from Thursday to Tuesday. This 
initiative was taken, after discussions with the investment 
community, to improve the efficiency of the market for 
treasury bills. 
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ranging from 17 to 46 days), totalling 

$28.0 billion, compared with 11 issues totalling 
$13.5 billion in 1991. Moreover, in 1992 the 
Exchange Fund Account swapped some of its 
foreign currency assets with Canadian banks for 
Canadian dollars for terms of 3 to 92 days. 

In order to limit the government’s 
demand deposit balances to the minimum 
cushion necessary for implementing monetary 
policy and for government payments, cash 
balances in excess of daily requirements were 
auctioned to direct clearers for specific terms of 
one to ten days; the daily amount outstanding of 
such term balances averaged $2.0 billion in 
1992, and ranged up to $6.8 billion. Shares of 
demand deposits were auctioned to the direct 
clearers twice a month until August, and then 
once a week following changes to the 
government’s banking arrangements with the 
directly clearing members of the Canadian 
Payments Association. 

The Bank of Canada also maintains 
deposit accounts for 57 foreign central banks, 
thereby facilitating the official transactions that 
these banks or their governments may have in 
Canadian dollars. In 1991, the Bank of Canada 
entered into an agreement with the central bank 
of Mexico that provided for establishment of a 
reciprocal stand-by currency facility and for 
regular consultations on financial and economic 
matters. The first of these consultations took 
place in Ottawa in September 1992. There have 
been no drawings on the facility. A similar 
facility has been in place with the U.S. Federal 
Reserve Bank of New York since 1962. 


Other banking activities 

The Bank of Canada acts as registrar of 
Notices of Intention by the chartered banks to 
take security for loans, in the form of certain 
classes of equipment and inventory, under the 
Bank Act. In order to recover associated costs, 
the fees charged by the Bank for these services 
were increased at the beginning of June 1992, 
with proclamation of the new Bank Act. As 
well, unclaimed balances at chartered banks are 
transferred to the Bank for custody after being 
inactive for ten years. The records of these 
balances may be reviewed by the public free of 
charge at any Bank of Canada Agency. 

The Bank plays an advisory role with 
respect to the regulation and supervision of 
financial institutions. To ensure close co- 


ordination between the Bank’s lender of last 
resort responsibility and the supervisory 
activities of the Office of the Superintendent of 
Financial Institutions, the Governor is an 

ex officio member of the Financial Institutions 
Supervisory Committee, chaired by the 
Superintendent. The Governor is also an 

ex officio member of the Board of Directors of 
the Canada Deposit Insurance Corporation. 

To improve the soundness and efficiency 
of Canada’s clearing and settlement systems and 
to meet its own operating requirements, the 
Bank is involved in a number of areas. It is 
working with other members of the Canadian 
Payments Association in an examination of 
proposals for a large-value transfer system and 
with the Canadian Depository for Securities 
(CDS) in the development of the Debt Clearing 
Service (DCS) to handle the clearing and 
settlement of bond and money market securities 
transactions. With the conclusion of an 
agreement in principle on the risk-proofing of 
the government bonds segment of the Dcs, 
preparations for the implementation of this first 
phase of the DCS were recently announced by 
Cbs. Subject to successful completion of the 
implementation arrangements, the new system 
for clearing and settling Government of Canada 
marketable bonds is expected to begin operation 
in the autumn of 1993. The Bank is also a 
member of committees working to implement in 


Allocation of operating costs related to 
banking activities 





Market operations ea | 


Administration of accounts 6% | 


Other services 3% | 
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Canada the recommendations of the report of the 
Group of Thirty on internationally consistent 
standards for clearing and settling securities 
transactions. As well, it is involved in 
discussions with financial institutions concerning 
a multilateral foreign exchange netting 
mechanism. 


Bank note issue 

Notes are issued by the Bank to meet the 
public’s demand for additional notes and to 
replace worn notes taken out of circulation. 
Besides issuing new notes, the Bank reissues 
used notes still fit for circulation that have been 
returned by financial institutions finding 
themselves with excess holdings. At the end of 
1992, the value of notes in circulation amounted 
to $25.6 billion, over 90 per cent of the Bank of 
Canada’s total liabilities. 

Over 4.6 billion notes were processed by 
the Bank in 1992 at its Agencies across the 
country, a slight increase from the previous year. 
This volume reflects withdrawals of notes by 
financial institutions and the return of used notes 
to the Bank by those institutions. 

Note processing is heaviest at the 
Montreal and Toronto Agencies, each of which 
has accounted for over one-quarter of the total in 
recent years. Since the present facilities were 
built, in 1950 in Montreal and in 1958 in 
Toronto, the volume of bank notes processed in 
each of these centres has increased about 
tenfold. In order to handle work volumes more 
efficiently, the Bank is constructing new cash- 
processing centres outside the financial district 
in both Montreal and Toronto. These centres will 
use newer technology that will improve 
productivity. The Montreal facility is nearing 
completion. It is scheduled to start operations in 
the spring of 1993 and to become fully 
operational later in the year. The Toronto 
facility, now under construction, is scheduled to 
be fully operational in the summer of 1994. 

As part of its program to deter 
counterfeiting, the Bank has acquired additional 
equipment to produce its Optical Security 
Device (OSD) and to apply it to bank notes. This 
equipment is required to incorporate the OSD on 
the new $20 note, the last in the new series of 
notes. The $20 note is the most heavily used 
Canadian note, and the number of new $20 notes 


withdrawn by financial institutions each year is 
more than three times that of all of the higher- 
denomination notes to which the OsD is already 
applied. New $50 and $100 notes incorporating 
the OSD were introduced in 1989 and 1990, and 
a new $1,000 note with the osD was first issued 
in May 1992. 


Allocation of operating costs related to 
bank note issue 





ee 3% 
Distribution 15% 


Production 23% 





Management of Government of Canada 
debt 

As statutory fiscal agent for the 
government, the Bank of Canada acts as adviser 
and administrator for new debt issues and is 
responsible for servicing and eventually 
redeeming outstanding debt. In 1992, the 
government’s Canadian dollar market debt 
outstanding — marketable bonds, treasury bills 
and Canada Savings Bonds (CsBs) — increased by 
$25.8 billion to $366.5 billion.? The govern- 
ment’s foreign currency debt in Canadian dollar 
terms increased to $3.8 billion from $3.6 billion. 
The increase in the Canadian dollar value of this 
debt, resulting from the decline in the external 
value of the Canadian dollar and the reactivation 
in December of the government’s program of 


* The government’s total debt in Canadian dollars includes 
non-market debt held by Government of Canada 
accounts, almost all of it by superannuation accounts. 
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short-term borrowings denominated in U.S. 
dollars, more than offset the paydown of 
maturing bond issues. 

Over one-half of the increase in 
outstanding Canadian dollar market debt was in 
the form of marketable bonds, which rose to 
47 per cent of the total. In April the government 
advised the market that all regular issues of 
marketable bonds would in future be sold at 
auction, completing a process begun in 1983. 

A second issue of Real Return Bonds, whose 
nominal return is linked to the consumer price 
index, was also placed in 1992. This 

$500 million issue brought the amount 
outstanding of such bonds to $1.2 billion. 

The proportion of outstanding domestic 
market debt in the form of treasury bills 
increased slightly in 1992, to 43.5 per cent. 
The average term of the marketable portion of 
the outstanding domestic debt (bonds and 
treasury bills) remained unchanged at 4 years 
and 5 months. The proportion of the Canadian 
dollar market debt on which interest rates are 
adjusted within a year (including $7.1 billion of 
Canadian dollar interest rate swaps outstanding 
at the end of 1992) increased slightly during the 
year to 60 per cent. 


Bank of Canada activities 


The amount of Canada Savings Bonds 
outstanding declined by $0.9 billion in 1992. 
Gross sales of the new issue of CSBs were 
$9.2 billion compared with $9.6 billion in 1991. 
The proportion of outstanding domestic market 
debt in the form of CsBs decreased for the fifth 
consecutive year, to 9.5 per cent from 
23.4 per cent in 1987. 

The Bank is responsible for the integrity 
of the domestic public debt records and for the 
accuracy and efficiency of the payments it makes 
on behalf of the government for interest and debt 
redemption. The volume of processing involved 
in administering the debt increased in 1992, 
following two years of decline, as a result of 
activity related to servicing CSBs. 

CSBs account for about three-quarters of 
the total processing volume each year. The 
increase in servicing activity in 1992 mainly 
reflected the first full-year effect of a 
requirement, starting with the 1990 series, that 
the Bank begin reporting to CsB holders accrued 
interest income each year on compound interest 
bonds. Most of the reports for 1991 were not 
processed until early 1992. Activity related to 
the issue of new CsBs declined, reflecting lower 
sales in 1992. 

Processing related to marketable bonds 
has been decreasing for the past three years, 
mainly reflecting the inclusion of these bonds in 
the computerized clearing and settlement 


Allocation of operating costs related to 
management of government debt 


Treasury bills 3% 


Marketable bonds 7% 


Canada Savings Bonds a 
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systems of the Canadian Depository for 
Securities. As a result of this initiative, there has 
been a substantial reduction in the number of 
certificates processed and a consolidation of 
interest payments. 

The Bank has developed an automated 
register for marketable bonds to replace the 
former paper-based system. This change 
provides a more effective and secure processing 
environment than is possible with a manual 
system. The Bank is also considering options to 
redevelop the automated CSB systems so as to 
provide for increased flexibility and better 
service to bondholders. 


Operating expenses 

The medium-term plan, updated and 
approved each year by the Board of Directors of 
the Bank, sets the framework for the Bank’s 
activities and annual operating expenses. In the 
period to 1996 the plan incorporates an 
expenditure limit that restricts the average 
growth in operating expenses to no more than 
the average rate of inflation contained in the 
inflation-reduction targets. A reduction in the 
Bank’s expenditures from 1990 to 1992 provides 
some room within this expenditure limit to 
accommodate the major planned initiatives, 
mentioned earlier, that are required for the Bank 
to fulfil its responsibilities in the period ahead. 


Net operating expenses 


Millions of dollars 
280 
240 Expenditure limit 
edie ter olan 
==. .--" Estimated 
200 Actual 
160 


1990 91 92. 93 94 95 96 97 


1992 expenses 

The Bank’s operating expenses, net of 
costs recovered, were less in 1992 than in 1991. 
The composition of these expenses is shown in 
the following table. 


Net operating expenses 


(Millions of dollars) 

1992 1991 
Staff expenses $97.6 $97.5 
Bank note costs aoe 41.7 
Other expenses 48.4 49.2 
Depreciation 19.8 1, 








Staff expenses were little changed in 
1992. Salary expenditures declined as pay scales 
were held unchanged and staff years employed 
were reduced by 3 per cent. However, the cost of 
pension and insurance plans rose. 

Bank note costs declined by 14 per cent 
in 1992, mostly reflecting a decrease in 
production of new notes. The savings were 
associated in part with enhancements to 
automated note-processing equipment and steps 
to reduce the average inventory of notes on 
hand. A partial offset to these savings came 
from the additional depreciation associated with 
the purchase of equipment for the production of 
the new $20 note. 


1993 estimated expenses 

While the Bank’s pay scales for 1993 
remain unchanged, provision has been made for 
introducing a new job evaluation system 
designed to ensure equal pay for work of equal 
value, in line with the Canadian Human Rights 
Act. Bank note costs are expected to be held 
Close to the 1992 level. Other expenses, 
however, will increase, mainly as a result of the 
start-up of operations at the new Montreal 
operations centre. Completing the facility in 
Montreal will mean a substantial increase in 
depreciation expense. 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C.P. 813, SUCCURSALE B 
OTTAWA, CANADA P.O. BOX 813, STATION B 


K1P 5P9 
RAYMOND, CHABOT, MARTIN, PARE PEAT MARWICK THORNE 


AUDITORS’ REPORT 


We have audited the statement of assets and liabilities of the Bank of Canada as at December 31, 1992 
and the statement of revenue and expense for the year then ended. These financial statements are 
the responsibility of the Bank’s management. Our responsibility is to express an opinion on these 
financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as well as evaluating 
the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position 
of the Bank as at December 31, 1992 and the results of its operations for the year then ended in 
accordance with the accompanying summary of significant accounting policies applied on a basis 
consistent with the preceding year. 


Mtwetic. , fou Ta ett 


Chartered Accountants 
Ottawa, Canada 
January 22, 1993 
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Financial statements 





Bank of Canada 
Statement of revenue and expense 


Year ended 31 December 1992 
(with comparative figures for 1991) 





1992 1991 
Millions of dollars 


REVENUE: 


Revenue from investments, net of interest 
Pair teDOsits. OF 926.7 (5590) 101991) 6. es ek ake cree awews ee cbs $2,007.5 $2,324.4 


OPERATING EXPENSES: 


Staff expenses (note 2): 


LEU SPEEA SOL a sd a ee ee re Aree o $ 78.3 » $0.2 
Contributions to pension and insurance funds ...0.......<s00.ss556- 13.7 11.8 
Bhd eh Stal AC ANI SI CE SRM Oe eects 22.5 Gisiols ca suave oo cu) « elaevics Ss Fag | pas 
BAT CKD CISC SMe sc ronan he ogi Meee eet A Ae Ue Ane 2.9 2.8 
97.6 97.5 
Re ER MAO CCS aden Wen ome acesous SEG SG nk KEL tone ote Gouin Son aie 35.8 41.7 
Other expenses: 

Premises mamtenance.— net.or rental INCOME 45 decrss veces noe ae 19.9 2132 
kes UCI Dal ANGsDUSINCS Ss G8 4 ha sey yak otis ae oe ls ease wale 11.5 10.9 
EDITS LCESG ne APOE) ROE soni cain eRe ee ok Salas ae ae 0.1 0.1 
PARUPOUS LCE SANG CXDENSES arr ny ey y anmsiie ty oe alels @ Oo eae 0.6 0.6 
Data processins and computer Costs sas. 2 es wus Dh ree ese eee: 8.3 Y fies 
IPI Ot UIC ALIONTS cor AO rere ete hie lin le Ce oni eaed 0.7 0.7 
Oiherorninting ANU SCALONEL Ys 4) <= Goa tha the vie eave ee ee Re es oe 1.8 2.0 
PORTAGE BOG OX PICs mute rh ita ee pe ca ea rR Sty eas se ae Ls Ley, 
ReIeCC OMI NICALION Sale oe canon abe ok 4 be Sok ila qi aisee une aaa tals 1.8 1.9 
Pei eR EI Ses = NCE OLE) le nc aes ore hat als os le et em ore Zee 2.6 
48.4 49.2 
eeGrecialion. On DULGINES and CQUIDMERL .o5 6.5 saws osu ovens anes ou 19.8 172 
201.6 205.6 

NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA 4 0.65 icc tks vee ev ree enteuss $1,805.9 $2,118.8 





(See accompanying notes to the financial statements) 
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Bank of Canada 
Statement of assets and liabilities 


As at 31 December 1992 
(with comparative figures for 1991) 


ASSETS 


Deposits payable in foreign currencies: 
US SAS OOUANS. "0. tax sen ere ye MME erie eatin yA ART, bleh an ete 


Advances to members of the Canadian Payments Association (note Se 


Investments — at amortized values: 
Treasury Duis or Canadair <oabas 2 care ac pets ee ee ee 
Other securities issued or guaranteed by 
Canada maturing within three years ..............00.c0ce¢sece. 
Other securities issued or guaranteed by 
Canada not maturing within three years .................000005. 
Other mvestinents 260 tee Sta el a ceey a, ee te eee ae 


Banks premises (note:4) cast ey i Nan pag eG 
SUPOT TASSELS cesar Mila eae, or es, ese NY eR na aN 


1992 


Millions of dollars 


$ 163.2 


9.6 


172.8 
224.5 


14,393.6 


3,210.1 


4,763.3 


4,177.7 


26,544.7 
233.4 
266.2 


$27,441.6 


1991 


$ 230.7 
6.2 


236.9 
LSEt9 


12,8191 


3,920.1 


5,356.6 


3,002.9 


25,098.7 
196.6 
329.0 


$27,045.1 





(See accompanying notes to the financial statements) 


LIABILITIES 


SeAIHUe OME TID (NOLES) i cients vs wed eves ye ESO Se eek 
UES PLELT CT SUPE Cake SERS RS era le ae 


Deposits: 


CESS SA CEST aire i OS 50 V4 fe oe ea a 
Ses PE DATE SAO oh Be kB ves PEN, APA ei calibeed 


Other members of the Canadian 


PANELS ASSOCIALION ya taste 3 hi He A on a ee 
CEG a ete od. eels Si pint ey natn Bins, ue cle 


Liabilities payable in foreign currencies: 
SUUMESTN TEI TST GAY GES TE TR ie a 
LTO TELUS A = a te oe a a tee Apr 


Governor, J. W. CROW 





1992 


Millions of dollars 


$ 5.0 
25.0 
25,609.2 


20.1 
1,116.8 


88.8 


512.9 


1,738.6 


28.1 
BREF 


$27,441.6 
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1991 


$ 5.0 
25.0 
24,481.4 


21.0 
P6179 


133.6 


559.4 


2591.9 


O56 
106.2 


$27,045.1 


Chief Accountant, J.-P. AUBRY 
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Bank of Canada 
Notes to the financial statements 





Year ended 31 December 1992 


1. 


Significant accounting policies: 
The financial statements of the Bank conform to the disclosure and accounting requirements of the Bank of Canada 


Act and the Bank’s by-laws. The significant accounting policies of the Bank are: 


Ze 


a) Revenues and expenses: 
Revenues and expenses are accounted for on the accrual basis except for interest on advances to a bank 
ordered to be wound up where interest is recorded as received. 

b) Investments: 


Investments, consisting mainly of Government of Canada treasury bills and bonds, are recorded at cost ad- 
justed for amortization of purchase discounts and premiums. The amortization as well as gains and losses on 
disposition are included in revenue. 


c) Translation of foreign currencies: 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of exchange prevailing 
at the year-end. Gains and losses from translation of, and transactions in, foreign currencies are included in 
revenue. 


d) Bank premises: 


Bank premises, consisting of land, buildings and equipment, are recorded at cost less accumulated deprecia- 
tion. Depreciation is calculated on the declining balance method using the following annual rates: 





Asset Rate 
Buildings S% 
Computer equipment 35% 
Other equipment 20% 





A full-year of depreciation is charged against assets in the year of acquisition, except for projects in progress 
which are depreciated from the point of substantial completion. No depreciation is taken on assets in the year 
of disposal. 

e) Pension plan: 
Pension plan expense is recorded on the basis of the Bank’s contributions. Actuarial surpluses or deficiencies, 
if any, are amortized over periods not exceeding those provided for by the Pension Benefits Standards Act, 
1985, and the regular contributions are adjusted accordingly. 

f) Insurance: 


The Bank does not insure against direct risks of loss to the Bank, except for potential liabilities to third parties 
and where there are legal or contractual obligations to carry insurance. Any costs arising from these risks are 
recorded in the accounts at the time they can be reasonably estimated. 


Staff expenses: 
Wages and benefits of Bank staff engaged in premises maintenance are not included in this category but rather as part 


of the Premises maintenance expenses. 


<5 


Other expenses - net: 
Other expenses - net includes expenses recovered through fees for a variety of services provided by the Bank 


($1.3 million in 1992 and $.7 million in 1991), 
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4. Bank premises: 
1992 199] 


Millions of dollars 






































Net Net 

Accumulated book Accumulated book 

Cost depreciation value Cost depreciation value 
Land and buildings $210.6 $ 82.1 $128.5 $174.6 $ 79.2 $ 95.4 
Computer equipment 40.4 29.8 10.6 43.4 shif Eid 

Other equipment 95.8 50.3 45.5 68.6 44.2 

346.8 162.2 184.6 286.6 Faso | ie 
Projects in progress 48.8 ~ 48.8 65.1 - 65.1 
$395.6 $162.2 $233.4 $351.7 $155.1 $196.6 


























5. Capital: 

The authorized capital of the Bank is $5.0 million divided into 100,000 shares of the par values of $50.00 each. The 
shares are fully paid and in accordance with the Bank of Canada Act have been issued to the Minister of Finance, who is 
holding them on behalf of Canada. 


6. Rest fund: 

The rest fund was established by the Bank of Canada Act and represents the general reserve of the Bank. In accordance 
with the Act, the rest fund was accumulated out of net revenue until it reached the stipulated maximum amount of $25.0 
million in 1955. Subsequently all net revenues have been paid to the Receiver General for Canada. 


7. Commitments: 


As at 31 December 1992, outstanding commitments under contracts for new buildings and equipment totalled $29.2 
million. These contracts call for payments over the next two years. 


8. Legal matters: 

Advances include a total of $29.5 million, unchanged from 1991, provided to the Canadian Commercial Bank and the 
Northland Bank for which winding-up orders have been issued by the courts. On the basis of the available information, it 
is the opinion of the Bank of Canada that this amount will be fully repaid from the proceeds of the liquidations. 


The Bank of Canada’s security for these advances includes the loan portfolios of those institutions. In the case of the 
Canadian Commercial Bank, the liquidator’s conclusion that loans made by the Canadian Commerical Bank in California 
form part of the Bank of Canada’s security has been challenged and this issue is before the courts. In the event of a final 
legal determination that part of the California loan portfolio is not included in the security, it could result in some adjustment 
to amounts which have been recorded in income. The information available at the present time is not sufficient to estimate 
the potential magnitude of such an adjustment. 
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BOARD OF DIRECTORS 





John W. Crow 


Gordon G. Thiessen 


Jalynn H. Bennett 


John T. Douglas 
William A. Graham 


Frederick E. Hyndman 


Harold W. Lane, QC 
James A. MacMurray 
James G. Matkin 


Nancy Orr-Gaucher 


Charles Pelletier, FCA 


Ex officio 


David A. Dodge 


Governor 
Member of the Executive Committee 


Senior Deputy Governor 
Member of the Executive Committee 


TORONTO, ONTARIO 
Member of the Executive Committee 


NEW GLASGOW, NOVA SCOTIA 
LONDON, ONTARIO 


CHARLOTTETOWN, PRINCE EDWARD ISLAND 
Member of the Executive Committee 


SASKATOON, SASKATCHEWAN 
SAINT JOHN, NEW BRUNSWICK 
VANCOUVER, BRITISH COLUMBIA 


WESTMOUNT, QUEBEC 
Member of the Executive Committee 


CHARLESBOURG, QUEBEC 


Deputy Minister of Finance 
Member of the Executive Committee 
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SENIOR OFFICERS 





John W. Crow, Governor 
Gordon G. Thiessen, Senior Deputy Governor 


Bernard Bonin, Deputy Governor 
William R. White, Deputy Governor 


Charles Freedman, Deputy Governor 
W. Paul Jenkins, Deputy Governor 


Alvin C. Lamb, Director of Administration 


Serge Vachon, Adviser' 
Tim E. Noél, Adviser 
Janet Cosier, Adviser and Auditor 


Frank Faure, Adviser 
John E. H. Conder, Adviser 
Pierre Duguay, Adviser 


L. Theodore Requard, Secretary 


Associate Advisers 


Jacques Clément, Chief, Securities, Montreal Div. 


Donald R. Stephenson 


Securities Department 

Vaughn O’Regan, Chief 

R. Bruce Montador, Deputy Chief 

Ian D. Clunie, Chief, Market Analysis 
and Open Market Operations 

James F. Dingle, Securities Adviser? 

Patrick E. Demerse, Securities Adviser 

Stephen L. Harris, Securities Adviser 

Donald R. Cameron, Chief, Toronto Div. 


Research Department 

Stephen S. Poloz, Chief 

Ritha Khemani, Deputy Chief 
David E. Rose, Research Adviser 


Department of Monetary and Financial Analysis 
David J. Longworth, Chief 

John G. Selody, Deputy Chief 

Kevin Clinton, Research Adviser 

Clyde A. Goodlet, Research Adviser 


International Department 

John D. Murray, Chief 

Brian P. J. O’Reilly, Deputy Chief 

Nicholas Close, Chief, Foreign Exchange 
Operations 

Paul R. Fenton, Research Adviser 


Department of Banking Operations 
Donald G. M. Bennett, Chief 

Roy L. Flett, Associate Chief 
William R. Melbourn, Deputy Chief 
Gordon B. May, Deputy Chief 


Public Debt Department 
Bonnie J. Schwab, Chief 


Secretary’s Department 

L. Theodore Requard, Secretary 

Guy Thériault, Deputy Secretary 

DEBT SYSTEMS 

James M. McCormack, Program Co-ordinator 


Automation Services Department 
Daniel W. MacDonald, Chief 
F. J. Bruce Turner, Deputy Chief 


Personnel Department 
George M. Pike, Chief 
Claude Montambault, Deputy Chief 


Department of Premises Management 
Colin Stephenson, Chief 
Janet M. McEwan, Deputy Chief 


Comptroller’s Department 
Jean-Pierre Aubry, Comptroller and Chief Accountant 
Frank J. Mahoney, Deputy Comptroller 


Audit Department 
Janet Cosier, Auditor 
Peter Koppe, Deputy Auditor 





1. Also Chairman of the Board of Directors of the Canadian Payments Association 
2. Also Deputy Chairman of the Board of Directors of the Canadian Payments Association 
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REGIONAL REPRESENTATIVES AND AGENCIES 





Financial Market Representatives 


Securities and International 
Departments 


Montreal 

Jacques Clément, Chief, Montreal Division 
Toronto 

Donald R. Cameron, Chief, Toronto Division 
D. J. S. Morgan, Foreign Exchange Adviser 
Vancouver 

Mark Zelmer, Western Canada Representative 


Regional Agents 


Department of Banking Operations 


Halifax 

Robert E. Burgess 
Saint John 
Kenneth T. McGill 
Montreal 

J. G. Michel Sabourin 
Ottawa 

Robert Dupont 
Toronto 

William G. Percival 
Winnipeg 

Harry S. Hooper 
Regina 

Graham L. Page 
Calgary 

Claude P. Desautels 
Vancouver 
William H. Watson 
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